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1 INTRODUCTION

Please state your name, occupation, and business address

My name is William A. Rigsby. l am a Public Utilities Analyst V employed

by the Residential Utility Consumer Office ("RUCO") located at 1110 W

Washington, Suite 220, Phoenix, Arizona 85007

Please state the purpose of your surrebuttal testimony

The purpose of my testimony is to respond to Rio Rico Utilities, Inc.'s

("RRUI" or "Company") rebuttal testimony on RUCO's recommended rate

of return on invested capital (which includes RUCO's recommended

capital structure, cost of long-term debt and cost of common equity) for the

Company's water and wastewater operations in Santa Cruz County

Arizona

Have you filed any prior testimony in this case on behalf of RUCO?

Yes. on December 15, 2009, I filed direct testimony with the Arizona

Corporation Commission ("ACC" or "Commission") on the cost of capital

issues associated with this case

How is your surrebuttal testimony on cost of capital organized?

My surrebuttal testimony contains seven parts: the introduction that I have

just presented, a summary of RRUl's rebuttal testimony, a section on my

sample uti l i ties, a section on my CAPM analysis, a section on my
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recommended capital structure, a section on my recommended cost of

debt, and, a section on my DCF analysis

4 SUMMARY OF RRUI's REBUTTAL TESTIMONY

Have you reviewed RRUI's rebuttal testimony

Yes. I have reviewed the rebuttal testimony of Company witnesses

Thomas J. Bourassa, filed on February 1, 2010, which addresses the cost

of capital issues in this case

Please summarize the Company's rebuttal testimony

In his rebuttal testimony, Mr. Bourassa argues that my cost of equity figure

should not be adopted by the Commission because he believes that it is

too low for a "small" utility such as RRUI. Mr. Bourassa is critical of the

utilities used in my proxy groups and the CAPM analysis that I conducted

in order to arrive at my recommended cost of common equity for RRUI in

this case Mr. Bourassa also takes issue with my recommended

hypothetical capital structure, my hypothetical cost of debt and the internal

sustainable growth estimates used in my DCF analysis

HaS RUCO revised its recommended cost of common equity based on

your review of the Company's rebuttal testimony

No
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Has Mr. Bourassa made any changes to his recommended cost of equity

capital?

Yes. Mr. Bourassa has decreased his original recommended return on

common equity from 12.40 percent to 11.70 percent

6 What costs of equity capital are the parties to the case recommending

The costs of common equity presently being recommended by RRUI, ACC

Staff and RUCO are as follows

11.70%

ACC Staff M

9.00%

14 What are the weighted average costs of capital ("WACC") presently being

recommended by the Company, ACC Staff and RUCO?

The WACC presently being recommended by the RRUI, ACC Staff and

RUCO are as follows

11.70%

Q.

Q.

ACC Staff
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As can be seen above, there is presently a 380 basis point difference

between the Company-proposed 11.70 percent WACC and RUCO's

recommended WACC of 7.90 percent. The difference between ACC Staff

witness Juan C. Manrique's recommended WACC and my

recommendation is 130 basis points

Has there been any recent activity in regard to interest rates?

Yes. On January 27, 2010, the Federal Reserve decided not to increase

or decrease the federal funds rate and kept it between zero and 0.25

percent. According to an article' that appeared in The Wall Street Journal

on Wednesday, January 27, 2010, the Federal Reserve affirmed its plan

to keep interest rates near zero for an extended period, possibly meaning

several more months

15 SAMPLE UTILITIES

Do you believe, as Mr. Bourassa does, that Southwest Water Company

("SWWC") should have been excluded from your sample based on its

percentage of revenues from water utility services as pointed out by

Company witness Bourassa?

No. I disagree with Mr. Bourassa's assertion that my estimates are biased

downward because I have included SWWC. While it is true that Value

Line suspended SWWC from its water industry segment for a period of

Hilsenrath, Jon, "More Upbeat Fed Keeps Rates Low," The Wall Street Journal, January 27
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time while it restated its financials for prior operating periods, Value Line is

now including SWWC in its regular quarterly updates. The fact that

SWWC is not doing as well financially as the other companies in my proxy

is not a valid reason to ignore it, since all companies vary to some degree

in their ability to generate earnings. In fact, SWWC's higher beta actually

contributes to a higher expected return in the CAPM model. SWWC's

revenues and earnings from its non-regulated services group are derived

from activities that are closely related to the provision of regulated water

and wastewater services (i.e. equipment maintenance and repair, sewer

pipeline cleaning, billing and collection services, and state-certified water

and wastewater laboratory analysis on a contract basis) as opposed to

highly speculative activities that are totally unrelated to the water and

wastewater industry. It should be pointed out that American States Water

Company, which Mr. Bourassa and I included in our water company

samples, is not a pure water provider either. American States Water

Company not only provides electric service in California's Big Bear area

but also provides unregulated contract water and wastewater services to

various military installations around the country

Do you still believe that your use of a sample of natural gas LDC's is

appropriate despite Mr. Bourassa's arguments to the contrary
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Please explain why you believe it is appropriate to use a sample group of

natural gas LDC's to estimate the cost of equity capital in a water utility

rate case proceeding

For the most part, natural gas LDC's have very similar operating

and distribution characteristics with water companies such as RRUI

and are therefore a good proxy for water and wastewater utility cost

of capital studies. Their inclusion also provides a larger sample to

obtain an estimate from

Have other analysts used natural gas LDC's as proxies in water utility rate

case proceedings before the ACC?

Yes. in the Arizona-American Water Company (Arizona-American) rate

case that is now pending before the Commission, the cost of capital

witness for Arizona-American also relied on a sample group of natural gas

Do you bel ieve that  an upward adjustment i s needed for  your

recommended cost of equity given your use of a sample group of LDC's

that have a lower average beta than the one calculated for your sample

group of water utilities?

No. Given the current state of the economy (an issue which Mr. Bourassa

also bel ieves justi f ies higher rates of return) I bel ieve that my

recommended 9.00 percent cost of equity is actually generous



Surrebuttal Testimony of William A. Rigsby
Rio Rico Utilities, Inc
Docket No. WS-02676A-09-0257

1 Please explain why you believe that your recommended 9.00 percent cost

of equity is actually generous

It is no secret that since the recent downturn in the economy has occurred

there has been a "flight to quality" by investors who have pulled their funds

out of the equi ty markets and have put them into U.S. Treasury

instruments, which are yielding next to nothing, in order to avoid any

further loss of capital. If investors are willing to accept lower yields on

Treasury instruments that are ranging from 0.06 percent, on a 91-day T

bill, to 4.26 percent, on a long-term 30-year Treasury bond (Attachment

A), then Mr. Bourassa's proposed 12.40 percent cost of equity figure is

clearly excessive given that water utilities and natural gas LDC's are

currently being viewed as safe investments for income oriented investors

Can you back up your statement that water utilities and natural gas LDC's

are currently being viewed as safe investments during an economic

downturn that is just now showing signs of recovery

Yes. In the October 23, 2009 Value Line update on the water utility

industry, analyst Andre J. Costanza had this to say

Q.

This industry is a good place for cautious investors looking to park
themselves until a sustained market recovery is evident. Water
utility stocks are historically more recession proof than the broader
market, with their steady dividend growth reducing turbulence in
share price and padding returns
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1 Q. What is Value Line's view on natural gas LDC's?

Value Line analyst Richard Gallagher had this to say in the September 11

2009 natural gas utility update

Still, risk-averse investors may want to consider this group if the
economic recovery stalls. Natural gas utilities tend to be a solid
defensive play when the stock market is faltering

While it is true that some investors will look for higher returns as the

economy improves, utility stocks will still remain attractive to income

oriented investors who place more importance on dividends over capital

appreciation

13 Are there other reasons you can cite as to why you think that a higher

return is not needed to attract investors?

Yes. One has to take into consideration that the investment community at

large is well aware of the fact that regulated utilities, such as RRUl, are

indeed different from non-regulated entities in terms of how they recover

their costs. This information is taken into account when institutions and

individual investors make their decisions on where to place their funds

The best example of this can be seen in an MSN Money/CNBC article

authored by Jon D. Mark ran, a weekly columnist for CNBC (Attachment

B). In his article, Mr. Mark ran pitched his suggestions for investing in

Q.

Mark ran, Jon D, "Invest in the Coming Global Water Shortage," MSN.com, January 12, 2005
http://moneycentral.msn com/content/P102152.asp
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what some believe to be a coming global water shortage. In regard to

domestic utilities, Mark ran had this to say

Virtually all of the U.S. water utility stocks are regulated by states
and counties, which makes them pretty dull. Governmental entities
typically give utilities a monopoly in a geographic region, then set
their profit margin a smidge above costs. Just about the only
distinguishing factor among them are the growth rates of their
regions and their ability to efficiently manage their underground pipe
and pumping infrastructure

12 CAPM ANALYSIS

Please respond to Mr. Bourassa's criticism of your reliance on geometric

means in the CAPM model

As l stated in my direct testimony there is an on-going debate over which

is the better average to rely on. However, it is important to recognize that

the information on both means, published by Morningstar, is widely

available to the investment community. For this reason alone I believe

that the use of both means in a CAPM analysis is appropriate

The best argument in favor of the geometric mean is that it provides a

truer picture of the effects of compounding on the value of an investment

when return variability exists. This is particularly relevant in the case of

the return on the stock market, which has had its share of ups and downs

over the 1926 to 2008 observation period used in my CAPM analysis
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Can you provide an example to illustrate the differences between the two

averages?

Yes. The following example may help. Suppose you invest $100 and

realize a 20.0 percent return over the course of a year. So at the end of

year 1, your original $100 investment is now worth $120. Now let's say

that over the course of a second year you are not as fortunate and the

value of your investment falls by 20.0 percent. As a result of this, the

$120 value of your original $100 investment falls to $96. An arithmetic

mean of the return on your investment over the two-year period is zero

percent calculated as follows

( year 1 return + year 2 return ) + number of periods

( 20.0% + -20.0° /<

The arithmetic mean calculated above would lead you to believe that you

didn't gain or lose anything over the two-year investment period and that

your original $100 investment is still worth $100. But in reality, your

original $100 investment is only worth $96. A geometric mean on the

other hand calculates a compound return of negative 2.02 percent as

follows

to
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. |  I 1 b . d( year 2 value T original value ) /num erofperlo s

($96+$100)

( 0.96 )

( 0.9798 )- 1

0.0202 = _2.029

The geometric mean calculation illustrated above provides a truer picture

of what happened to your original $100 over the two-year investment

period

As can be seen in the preceding example, in a situation where return

variability exists, a geometric mean will always be lower than an arithmetic

mean, which probably explains why utility consultants typically put up a

strenuous argument against the use of a geometric mean

Has the Commission authorized rates of return that were derived through

the use of both arithmetic and geometric means in prior decisions?

Yes. A case that specifically comes to mind involved another UniSource

Energy subsidiary, UNS Gas Inc., in which Decision No. 70011, dated

November 27, 2007, stated the following

We agree with the Staff and RUCO witnesses that it is appropriate
to consider the geometric returns in calculating a comparable
company CAPM because to do otherwise would fai l  to give
recognition to the fact that many investors have access to such
information for purposes of making investment decisions ..

11
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In the UNS Gas, Inc. case, the ACC Staff witness was Mr. David C

Parnell, who, as I do, consistently relies on both arithmetic and geometric

means in our CAPM analyses

Can you cite any other evidence that supports your use of both a

geometric and an arithmetic mean?

Yes. In the third edition of their book, Valuation: Measuring and Managing

the Value of Companies, authors Tom Copeland, Tim Koller and Jack

Murrin ("CKM") make the point that, while the arithmetic mean has been

regarded as being more forward-looking in determining market risk

premiums, a true market risk premium may lie somewhere between the

arithmetic and geometric averages published in Morningstar's SBBI

yearbook

15 Please explain

In order to believe that the results produced by the arithmetic mean are

appropriate, you have to believe that each return possibility included in the

calculation is an independent draw. However research conducted by

Q.

CKM demonstrates that year-to-year returns are not independent and are

actually auto correlated (i.e. a relationship that exists between two or more

returns. such that when one return changes, the other, or others, also

change), meaning that the arithmetic mean has less credence. CKM also

explains two other factors that would make the Morningstar arithmetic
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mean too high. The first factor deals with the holding period. The

arithmetic mean depends on the length of the holding period and there is

no "law" that says that holding periods of one year are the "correct

measure. When longer periods (e.g. 2 years, 3 years etc.) are observed

the arithmetic mean drops about 100 basis points. The second factor

deals with a situation Known as survivor bias. According to CKM, this is a

well-documented problem with the Morningstar historical return series in

that it only measures the returns of successful firms. That is, those firms

that are listed on stock exchanges. The Morningstar historical return

series does not measure the failures, of which there are many. Therefore

the return expectations in the future are likely to be lower than the

Morningstar historical averages. After conducting their analysis, CKM

conclude that 4.0 percent to 5.5 percent is a reasonable forward-looking

market risk premium. Adding my 2.26 percent risk free yield on a 5-year

Treasury instrument to these two estimates indicate a cost of equity of

6.26 percent to 7.76percent which is lower than my recommended cost of

equity of 9.00 percent. Given the fact that utilities generally exhibit less

risk than industrials, a return in the low end of this range could be

considered reasonable

13
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1 Is Mr. Bourassa correct in his assertion that you did not use the

appropriate inputs to calculate a market risk premium in your CAPM

model?

Despite Mr. Bourassa's assertion, I have used an appropriate

Treasury instrument to calculate the risk premium in my CAPM model

The risk premium that I have calculated has also been calculated in the

No.

same manner by both ACC Staff and other cost of capital witnesses

whose cost of capital recommendations have been adopted by the

Commission. Mr. Bourassa's assertion that I should not have used total

returns in the market risk premium component of the CAPM is unfounded

While it is true that investors are typically attracted to utility stocks for their

income needs, it is simply not rational to think that they would not expect

some capital gains as well. The use of income returns totally ignores the

fact that bond prices do indeed fluctuate as a result of interest rate

changes - as do interest sensitive utility stock prices. For this reason l

believe Mr. Bourassa's reliance on income returns is unrealistic at best

Please address Mr. Bourassa's criticism of your use of a 5-year Treasury

yields and intermediate-term securities in your CAPM analysis

Mr. Bourassa believes that long-term treasury instruments, with higher

yields, should be used in the CAPM. However, Utilities do not apply for

rate relief every thirty years and regulators do not set rates for thirty-year

periods. The simple fact is that utilities generally apply for rate relief every

Q.

14
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three to five years and utility investors are aware of this fact. For this

reason I believe the use of long-term treasury yields overstate the cost of

equity capital

Please comment on Mr. Bourassa's argument that you have ignored the

current risk premium?

The fact that we are now experiencing an improving economy and a

resurgence in the equity markets pretty much makes this argument posse

As I have argued in prior cases, the historical market risk premium that I

have relied on takes into account a wide range of economic conditions

from 1926 through 2008. In short, the economy is slowly getting back to

normal and there is no good reason to believe that the excessive market

risk premium of 13.1 percent that Mr. Bourassa is proposing is realistic for

setting rates in this case. As I stated earlier, the analysis conducted by

CKM concluded that 4.0 percent to 5.5 percent is a reasonable forward

looking market risk premium

Can you name any other sources that support CKM's conclusion that 4.0

percent to 5.5 percent is a reasonable market risk premium on a forward

looking basis?

Yes. During the 39"' annual Financial Forum of the Society of Utility and

Regulatory Financial Analysts, which was held at Georgetown University

in Washington D.C. on April 19 and 20, 2007, l had the opportunity to hear
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the views of Aswarth Damodaran, Pp. D. and Felicia C. Marston, Pp. D

professors of finance from New York University and the University of

Virginia respectively, who have conducted empirical research on this

subject. Dr. Damodaran and Dr. Marston supported CKM's 4.0 to 5.5

percent estimates during a panel discussion that provided both professors

with the opportunity to explain their research on the equity risk premium

and to answer questions from other financial analysts in attendance. Each

of the panelists" stated that they believed that a reasonable market risk

premium fell between 4.0 percent and 5.0 percent when asked to provide

estimates based on their research

If market risk premiums of 4.0 percent to 5.0 percent were used in your

CAPM model what would the results be?

Using market risk premiums (rm - rf) of 4.0 percent to 5.0 percent in my

CAPM model, using a proxy of water companies, produces the following

expected returns (k)

Water Companv Sample using 4.0 percent

k= if+[f$(rm-rf)]

k = 2.26% +[0.83(4.0%)]

k = 5.58%

Other analysts taking part in the panel discussion included Stephen G. Hill, CRRA, Principal, Hill
Associates and moderator Farris M. Maddox, Principal Financial Analyst, Virginia State
Corporation Commission

16
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Water Company Sample using 5.0 percent

k = if+[fZ~,(rm-rf)]

k = 2.26% + [ 0.83 (5.0%) ]

k = 6.41%

As can be seen above, my CAPM model, using a water company sample

average beta (6) of 0.83 and the yield on a 5-year Treasury instrument of

2.26 percent for the risk free rate of return (rf), produces an expected

return (k) of 5.58 percent to 6.41 percent. My LDC sample, using an

average beta of 0.67, produces expected returns of 4.94 percent to 5.61

percent. All of which makes my recommended 9.00 percent cost of

common equity appear to be more than generous

Do you have any data that supports a 4.00 percent to 5.0 percent equity

risk premium during the market crises which unfolded in September of

2008?

Yes. In September 2008 Dr. Damodaran, who I noted earlier in my

testimony, presented a paper ti tled Equity Risk Premium (ERPI

Determinants. Estimation and Implications, which contained an October

update that presented data on the swings in implied equity risk premium

that occurred between September 12, 2008 and October 16, 2008. During

that time frame, implied equity risk premiums ranged from 4.20 percent to

6.39 percent. The 5.30 percent mean average of that range is only 15

17
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basis points higher than the 5.15 percent average of my market risk

premium using both geometric and arithmetic means

Please respond to Mr. Bourasssa's argument that your overall CAPM

results are below the current yields on Baa/BBB debt instruments

l am not recommending that the Commission adopt my CAPM results but l

am not recommending that the Commission ignore my CAPM results

either. What I am recommending is a cost of common equity of 9.00

percent which is 202 to 269 basis points over the most recent yields of

6.34 percent to 5.80 percent for Baa/BBB-rated and A-rated utility bonds

respectively. The results of my CAPM analyses (using both arithmetic and

geometric means) are simply reflecting the current environment of low

interest rates which cannot be ignored. From the perspective that public

utilities have traditionally been viewed as safe investments, and all things

being equal, it is not reasonable to believe that their costs of equity capital

should beat the 11.70 percent level advocated by Mr. Bourassa

isn't it also true that common shareholders bear a higher risk than bond

holders and expect a higher return than the yields of utility debt

instruments?

Yes. I do not disagree on this point. However, the question is how much

more of a risk premium is merited for a low risk regulated monopoly such

as RRUI, particularly at a time when interest rates are still at historic lows
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1 CAPITAL STRUCTURE

Have you made any changes to your recommended hypothetical capital

structure?

For the reasons explained in my direct testimony, I am sti l l

recommending that the Commission adopt my recommended hypothetical

No.

capital structure for RRUI

Please compare the capital structure recommendations of RRUI, ACC

Staff and RUCO

A comparison of RRUI, ACC Staff and RUCO's capital structures are as

follows

RRul ACC Staff

Long-Term Debt 0.00% 40.00%

Common Equity 100.00% 100.00% 60.00° /o

19
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Has Mr. Bourassa's rebuttal testimony persuaded you to change your

recommended hypothetical capital structure?

No

5 Why are you recommending a hypothetical capital structure as opposed to

using the Hamada method used by Acc Staff?

Because the Hamada adjustment fails to produce a weighted cost of debt

that can be used in an interest synchronization calculation to determine an

appropriate level of income tax expense. As a result of this situation

ratepayers will pay for income taxes that do not recognize any of the

benefits of debt financing

Please explain why you believe that income tax expense should reflect the

effects of hypothetical debt?

l believe it is a question of fairness to ratepayers. The use of the Hamada

methodology does not produce an appropriate interest deduction that is

reflective of a capital structure that contains debt. The use of debt to

reduce income taxes is often referred to as a tax shield and one of the

reasons that firms assume debt is because of the tax advantages

associated with debt financing. By being able to deduct the interest

associated with debt. firms are able to lower their income tax liabilities and

increase their earnings. This is something that cannot be done with

dividend payments on shares of common stock, because dividends cannot

Q.

20
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While the Hamada methodology

produces a recommended cost of equity that theoretically reflects a capital

structure comprised of both debt and equity, the use of the Company

proposed 100 percent capital structure has no real impact on the level of

income taxes that are calculated for ratemaking purposes. Again, this is

because the Hamada methodology does not produce a weighted cost of

debt that is used to calculate an appropriate interest expense deduction to

income taxes. As a result of this, the Company benefits from additional

cash flows associated with a higher level of income tax expense

calculated for ratemaking purposes which does not accurately reflect a

balanced capital structure that contains debt. Consequently, ratepayers

are harmed from the standpoint that they will have to pay higher rates to

cover a level of income tax expense that should be lower as a result of a

be deducted from income taxes.

more balanced capital structure

16

17

You stated that you believe that the use of a hypothetical capital structure

would be fair to the Company's ratepayers. Can you explain how a

regulated utility can also benefit from the adoption of a hypothetical capital

structure?

The best example involved Tucson Electric Power Company

("TEP"). According to information contained on pages 28 through 31 in

Decision No. 67454, dated January 4, 2005, the Commission decided it

was in the public interest to adopt a hypothetical capital structure to

Yes.

Q.

21
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improve TEP's financial condition as a result of poor management

decisions which almost resulted in bankruptcy. Decision No. 58497

adopted a hypothetical capital structure for TEP comprised of 56 percent

debt and 44 percent equity. At the time of the Decision, TEP had an

actual capital structure comprised of 100 percent debt. The Commission

subsequently adopted another hypothetical capital structure comprised of

62.5 percent debt and 37.5 percent equity in Decision No. 59594, dated

March 26, 1996. In these two cases, TEP benefited from the hypothetical

capital structures because they contained more equity than what TEP

actually had. Thus, the inclusion of higher cost equity capital in the

aforementioned capital structures provided TEP with higher operating

income in both cases. In addition to the higher levels of operating income

TEP also received higher levels of income tax expense, which provided it

with additional cash since the levels of income tax expense resulting from

the hypothetical capital structures were higher than what they would have

been had the interest deductions on the actual levels of debt been

deducted in the income tax calculations that were made for ratemaking

purposes. As a result of this, ratepayers paid higher rates that allowed

TEP to recover the higher levels of operating income and higher levels of

income tax expense that were calculated for ratemaking purposes

22



Surrebuttal Testimony of William A. Rigsby
Rio Rico Utilities. inc
Docket No. WS-02676A-09-0257

But isn't the example you've cited different because TEP was financially

stressed?

No, not at all. TEP's distressed condition was ultimately the result of

amounts of debt.

imprudent decisions made by its management to finance assets with large

RRUI'sIn this case a reverse situation exists.

management has made the imprudent decision to finance the Company's

assets with nothing but equity. As a result of RRUl's management's

decision to finance with 100 percent equity, the Company's ratepayers will

pay higher rates to cover higher levels of operating income and income

tax expense

12

13

14

Would the adoption of your recommended capital structure deny RRUI of

an appropriate level of income tax expense because of the interest

deduction that is associated with your recommended weighted cost of

No. The fact is that RRUI will be granted an appropriate level of income

tax expense that is the result of the capital structure that the Commission

chooses to adopt. In this respect, the appropriate level of income tax

expense calculated for ratemaking purposes in this case is no different

than a situation in which a specific operating expense is found to be

imprudent and is denied recovery in rates

Q.
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t

2

3

Can you provide an example that compares the disallowance of an

imprudent operating expense to the appropriate level of income tax

expense for ratemaking purposes that RRUl should be entitled to in this

4 case?

Yes. The situation in this case is no different than if a utility were to seek

recovery of an operating expense, associated with a legally binding

contract requiring specified annual payments, which has been found to be

imprudent by a regulator. Even though the recovery of the imprudent

operating expense in rates has been denied by the regulator, the utility is

still legally obligated to make the payments under the contract that it

entered into. The actions of the regulator results in lower profits to the

utility, because the payments associated with the contract must now be

paid as an unrecoverable below-the-line expense

Again, RRUI's ratepayers are being harmed by the Company's imprudent

decision to finance assets with nothing but high cost equity capital when

the opportunity existed to obtain lower cost capital through debt financing

As in the example just given, RRUI would have to cover any

unrecoverable taxes calculated for ratemaking purposes as a below the

line expense

Q.
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Do you agree with Mr. Bourassa's characterization of RRUI as a small

water and sewer Company

No. As I stated in my direct testimony RRUI is a subsidiary of the

Algonquin Power Income Fund, a large publicly traded firm that has direct

access to the capital markets. RRUI cannot, on the one hand, say that the

allocated overhead costs from its ultimate parent benefits its ratepayers

and then, on the other hand, act as if that large publicly traded parent

doesn't even exist and then make the argument that it is a "small" utility

when it comes to the issue of obtaining lower cost debt financing that

would benefit to ratepayers in the form of lower rates

12 COST OF DEBT

Have you made any changes to your recommended hypothetical cost of

long-term debt?

No

Do you agree with Mr. Bourassa's position that RRUI could not raise debt

in the capital markets because of the Company's size?

No. As l stated above RRUl's ultimate parent has access to the capital

markets and could obtain debt financing if it wanted to much the same

way that American W ater obtains debt f inancing for i ts Arizona

subsidiaries
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1 DCF ANALYSIS

Please Comment on Mr. Bourassa's position that the results of your DCF

analysis should be rejected by the Commission because of the method

that you used to determine the internal growth rates in your DCF model

The method that I have used to determine internal sustainable growth in

the DCF model is identical to the DCF analysis performed by ACC Staff

witness Stephen Hill, whose cost of equity recommendation was adopted

by the Commission in a prior Southwest Gas proceeding that I cited in my

direct testimony. The method is also consistent with the DCF analysis that

l performed in a prior Gold Canyon Sewer Company proceeding in which

the Commission adopted my recommended cost of capital. l am not

aware of any proceeding before the ACC in which Mr. Bourassa's

recommended costs of capital or the methods by which he arrived at those

recommendations were adopted by the Commission

Does your silence on any of the issues or positions addressed in the

rebuttal testimony of the Mr. Bourassa or any of the Company's other

witnesses constitute acceptance?

No. it does not

Does this conclude your surrebuttal testimony on RRUI?

Yes. it does
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fractured.. As rhuéh ES e$¥¥3ésired pallets of drugs, food, blankets andtenifs sent
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water as Canada hut 1o0 times more people, Per-capita water reserves are only

about a fourlih the global average, ascending to perts. Qr its 669 titles, 440

regularly suffer moderate to critical water shortages
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reigurnof the §$_§8L,}. Eivef the past five years
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Aquifers in .India are Being suriked dry

The téunaml has focused attention an viaterr dén*i8nd inSauth Asia ~- and it's

gbdd thing, as it'was azmay éiiltitéii in..rurai great. Several

decides agcy, farmers in the Indlarz stages of Gujarat used oxen m haul water in

liucketsfrom a. few felt below.the surface. Now they pump ¥t.from 1,0oo feet
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the earth to ieed=a mus!'irQom.ia§g pmiUlation at such a terrific rate that ancient

aquifers have 'been sudsed dry -- turiihig .once=fertile-1?ie!ds sloWly into sand

According to New Scientist Megaziné, farriers Using erisde oflfleld technology in

India have drilled 21 million- "tube"Wells" into the strata beneath the fields

every year millions More wells thrquglxoutline region -- all the way to Vietnam

are being dug to service Waféi'-needy crops like rice and sugar cane. The

magazine quoted research from the annual Stockholm water Symposium that the

pumps that transformed Indian farming are drawing 200 cubic kilometers of

water to the surfaceeaeh year, while only a fraction lS replaced by monsoon
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bottling plantsst;lt;

dollars

In china, themaga:r.ine reported, 30 cubic kilometers more water is being

pumped tit 'Jie surface eaeih year that is replaced by rain -Hr dné..of the reatsdns

that.theCtxunfryr.has became dependent an grain imports from the Wests. THIS is
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In this ¢0un;ry,sharep'°idéva¢a4§;§ already are lobbying companies to shane

water-dependencyconriéms Wlévdiilixllde with their stakeholders In their financial

statements

Water, water everyglyhe

The central problem is=tliat' 2% of the world's ample store of water is

fresh. Andthat famou;g'i;l§Igemlié idéd by industrial pollution, disease and cyclical

shlflzsIn .min patcems;l;§§'8¥§Ei§g§§ln§ scarcity has Impelled privatecompanies and
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Water is. blue gold; HE iitééious," Maude Bad ow, chair of the Council of

Canadians, told We monitor. "NQt'f6p far in the future, we're going to see a muzzle

€qsul*round and commodity the world'sfresh water. Just as they've diwiadiuh

tgtge world's "oil, ors theéomliib céhtury, -there's gbihg tO be a grab
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!n.dnshie=s (M34. ram. ggg8), Ag $1 billion business with a trailing price/earnings
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investment vehicle of legendary investor Warren Buffett

Anatlier Is flaw-contrnl products maker Watts water

Technologies (WTS, nous, m5gsj, wlfjch is a little richer-at a $975 million

market cap and a tmlllng P/E multiple of 19, still awnecl by several leading

value managers, including Marlo.Gabélll
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Summit Water Equity Einqd.... mane abo.ut Southwest Water, Qltslsjlglie

TQ learn more about 8IIlf€1i?u£BWE1iT€i* Service GPIIHJ P Which systems in

new Mexico, Hawaii and Washi}ig1;Qn.state, as well as California, click here
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Mueller, Qlick here, and. fur Consdlidéted Water. dlclé here Seems like talk is
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Jon D. Marksman isrpjvblishenof 3 4 5 3 3 an independent weekly
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IN THE MATTER OF THE APPLICATION OF
RIO RICO UTILITIES INC. FOR PERMANENT
INCREASES FOR WATER AND WASTEWATER
UTILITY SERVICE

DOCKET NO. WS-02676A-03-0434

DECISION NO 67279

2 COMMISSIONERS

3

4

5

6

7

8

9
oplnlon AND ORDER

DATE OF HEARING

PLACE OF HEARING

DATE OF PUBLIC COMMENT

PLACE OF PUBLIC COMMENT

ADMINISTRATWE LAW JUDGE

IN ATTENDANCE

APPEARANCES

June 3 and 4. 2004

TUCSO11. Arizona

September 21, 2004

Rio Rico. Arizona

Jane L. Rodder

Marc Spitzer, William Mundell

Mr. Jay Shapiro, Fennemore Craig, on behalf of
Rio Rico Utilities Inc

Mr. Daniel Pozefsky, Attorney for
Residential Utility Consumer Office, and

the

Mr. David Ronald, Sta8` Attorney, Legal
Division. on behalf of the Utilities Division of
the Arizona Corporation Commission

EY THE coMMIssion

Rio Rico Utilities Inc. ("Rio Rico" or "Company") provides utility service to approximately

4,200 water and 1,500 wastewater customers in the community of Rio Rico in Santa Cruz County

Arizona

On June 25, 2003, Rio Rico filed an application with the Arizona Corporation Commission

("Commission") to raise the rates for both water and wastewater service. On July 25, 2003, the

Commission's Utilities Division Staff ("Staff") notified the Company that its application was not

sufficient under A.A.C. R14-2-103. On August 4, 2003, Rio Rico provided additional information in

S:\HearingUane\RATES\2004-\RlOR1COO&O.DOC
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Cost of Capital

2 I Position of the Parties

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

The .Company has a capital structure composed of 100 percent equity. The Company

proposes a cost of capital of 10.0 percent based on the actual, authorized and projected returns on

equity of substantially larger publicly traded water utilities and cost of equity estimates produced by

the discounted cash flow ("DCF") model. Rio Rico Brief at 11. Kozo ran Rejoinder (A-3) at 12

Rio Rico asserts that its recommended return is well supported by recent projections from Value Line

(April 30, 2004) for the water utility industry which are 9.5 percent for 2005 and 10 percent for 2007

2009. Kozo ran Rej (A-3) at 12. Similarly, Rio Rico states, current interest rates on treasury notes

and investment grade bonds have increased and are forecasted to increase. (A-4) and (A45)_ The

Company also claims that while Rio Rico has less financial risk than die publicly traded utilities due

to the lack of debt, it has more business and regulatory risk due to its small size, limited revenue and

cash flow, small customer base, lack of diversification, and lack of liquidity because its stock is not

publicly traded and cannot be sold easily. Kozo ran Rey (A-3) at 13. Rio Rico asserts that as a small

business, the risks associated with an equity investment in Rio Rico is greater than an investment in

the sample of publicly traded water companies. Kozo ran Reb (A-2) at 49-58, Kozo ran Rejoinder

(A-3) at 30-35

18

19

20

21

22

23

24

25

26

27

Rio Rico claims the cost of equity recommended by Staff and RUCO are extremely low and

patently unreasonable. Staffs witness testified that he was aware of only one other authorized rate of

return, by this or from other jurisdictions, lower than Staffs proposed 8 percent (West Virginia

American Water Company was authorized a 7.0 percent return on equity). TR at 222-23, Kozo ran

Rejoinder (A-3) at 16. Rio Rico believes that the Staff and RUCO recommendations fail to take into

account all of the business and regulatory risks Rio Rico faces in operating a small water and

wastewater utility in southern Arizona, including revenue erosion or the ability of the Company to

pay dividends. TR 253, 243-245. Rio Rico believes it is not realistic to consider only financial risk

as Staff and RUCO have done

Staff recommends an 8.0 percent weighted cost of capital. Reiter Sur (S-6) at 2. Staff relied

on two maker-based models-the DCF and the Capital Asset Pricing Model ("CAPM").
Staff

DECISIQN NO 67279
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4

applied the DCF and CAPM to six publicly traded water utilities. Raker Sur (S~6) at 29. Staffs

analysis produced a cost of equity of 9.0 percent using the DCF method and 8.2 percent under the

CAPM. The average of these methods is 8.6 percent. However, based on Rio Rico's capital

structure. which includes no debt, Staff recommends a cost of equity of 8.0 percent. Raker Sur (S-6)

5 at 2. Because Rio Rico has no debt, Staff argued duet its investors bear no financial risk and thus its

6

7

cost of equity is significantly lower that the cost of equity of the sample water utilities which had an

average debt/equity ratio of 50 percent. Reiter Dir. (S-5) at 25

Rio Rico criticizes the CAPM method as becoming distorted when interest rates are

9 abnormally low... Kozo ran Rab (A-2)at 47. Staff claims that this argument suggests that the markets

are in a "state of dis-equilibrium" which Staff believes is very unlikely and not consistent with the

concept of a reasonable efficient market. Reeker Sur (S-6) at 2

Staff criticizes the Company's reliance solely on the comparative earnings Method to

determine its weighted cost of capital. Mr. Rieker testified that the comparative earnings method is

the practice of examining the previously authorized, actual and forecasted book/accounting earnings

Because the cost of equity is a market return, it cannot be observed by examining the

book/accounting returns and authorized return on equity of other companies in Arizona. Reiker Dir

(S-5) at 26-32

Staff states that the cost of equity depends only on the market risk of an investment and not

the numerous firm-specific or unique risks associated with a firm. Staff claims the only type of risk

that affects investors' required return is market risk, which is the risk related to economy-wide factors

affecting all stocks. Reiker Dir (S-5) at 33. Staff argued that Finn-specific risks affect the cash flow

of the firm and the price investors are willing to pay for its stock, but do not affect the rate at which

investors discount the expected future cash flows of a firm. Reeker Dir. (S-5) at 37. Staff notes that

although firm-specific risks may be of interest to investors, these risks can be diversified away at no

cost to the investor. Thus, Staff argues investors should not receive returns for unnecessarily

choosing to take firm-specific risks

RUCO recommends a weighted cost of capital of 8.83 percent. RUCO believes this rate is

appropriate given the Current environment of low inflation and low interest rates. RUCO's DCF

8
2

3
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1

2

3

4

5

6

analysis yielded a cost of 9.04 percent, while its CAPM analysis resulted in a range of 7.25 percent to

8.62 percent. Mr. Rigsby averaged his DCF results with the high end of the CAPM range to derive

his recommended cost of 8.83 percent. Rigsby Dir (R-3) at 27. RUck believes its recommended

return is reasonable when the Company's equity-heavy capital stricture is taken into consideration

and when RUCO's discounted cash flow growth rate estimates are compared with the growth

estimates of other independent analysts. (R-3) at 17-21, ScheduleWAR=5, 6

7 Resolution

The DCF and CAPM are respected, sound and oft relied upon models for determining a firm's

9. cost of equity. We believe that the analyses performed by Staff and RUCO relying upon these

10 models are comprehensive and produce reasonable estimates of Rio Rico's cost of equity. Based on

8

11

12

13

14

15

16

17

18

19

the entirety of the record, we find that Rio Rico's cost of equity to be 8.7 percent which is

approximately the midpoint between Staffs updated estimate (8.6 percent) and RUCO's

recommendation (8.83 percent). However, the Colnpany's capital struchlre is comprised entirely of

equity, at a time when the cost of debt is low. As a result, ratepayers are penalized by the Company's

choice of a capital structure consisting entirely of higher cost equity. ,{A1th0ug,h we are not using a

hypothetical capital structure in this case, we believe that recognition of this imbalance should be

reflected in the authorized rates of return for the wastewater division, which experienced an operating

loss during the test year. We note that die.8.'Z cost of equity we adopt is on the high side of the range

of estimates, however, we believe it is fair and reasonable considering all of the circumstances in this

20 including the need to implement the waste\1(ater revenue increase 'in steps as recognized by thecase,

21 Company

22 Revenue Requirerucm

Water Division

For the water division, the adjusted test year operating income is $31,354. 'ire <>

cost of capital translates into an 8.7 percent fair value rate of retumbn FVRB of $2_462.446 as

authorized herein. Multiplying the 8.7 percent rate of return by FVRB produces required operating

income of $214,232. Multiplying the deficiency by the gross revenue 'conversion factor of 1.68448

results in an increase iN revenues of $308,081. This yields a Total Revenue Requirement of
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ExHIBlf

WASTEWATER TREATMENT SERVICES AGREEMENT
BETWEEN

CITY OF NOGALES

RIO RICO UTILITIES INC

THIS AGREEMENT is made and e n t e r e d  i n t o  t h i s  - 2 0 t h d a y  o f
Nov ember a n  A r i z o n a

m u n i c i p a l  c o r p o r a t i o n  ( h e r e i n a f t e r  " N o g a l e s " )  ,  a n d  R 1 0 RICO
U T I L I T I E S  I N C a n  A r i z o n a  c o r p o r a t i o n ( h e r e i n a f t e r
" U t i l i t i e s " )

199_§__, between the CITY OF NOGALES,

WITNESSETH

Utilities owns and operates a. public utility
wastewater (sewer) system located within and in the vicinity of
unincorporated Ric Rico, Santa Cruz County, Arizona, pursuant to
a Certificate of Convenience and Necessity ("CC&N") granted by
the Arizona Corporation Commission ("ACC") for the service area
described 'on Exhibit "A" attached hereto and made a part hereof
by this reference; and

WHEREAS I

WHEREAS, Nogales owns or controls approximately 7.3 million
gallons per day of treatment capacity in the Nogales
International Wastewater Treatment Plant ("NIWTP) located
adjacent to Rio Rico, which facility is currently operated by the
United States Section of the International Boundary and Water
Commission ("USIBWC") pursuant to that certain Contract No
IBM96-31 dated Septemher4, 1996, between Nogales and The United
States, a copy of which is attached hereto as Appendix A (the
"Nogales»UsIBWC Contract") ; and

WHEREAS, a substantial portion of Utilities' wastewater from
Rio Rico is currently treated at the NIWTP, and Utilities desires
to have Nogales continue to provide wastewater treatment services
for Utilities' CC&N as part of the wastewater treatment provided
for Nogales at the NIWTP by virtue of Nogales' . ownership interest
in the NIWTP and pursuant to agreements between Nogales and
vsI8wc

n o w,  THE RE FO RE ,  i n  co n s id e ra t i o n  o f  t h e  f o re g o in g  a n d  o f  t h e
m u t u a l  c o v e n a n t s  h e r e i n  c o n t a i n e d ,  t h e  p a r t i e s  h e r e b y  a g r e e  a s
f o l l o w s

S e c t i o n  1  -  U t i l i t i e s '  W a s  t e w a t z e r  T r e a t m e n t  S e r v i c e

1 . 1 U s e  c f  B a s e  C a p a c i t y . N o g a l e s  s h a l l  c o n t i n u e  t o  m a k e
a v a i l a b l e  t o  U t i l i t i e s  a  p o r t i o n  o f  N o g a l e s '  w a s t e w a t e r  t r e a t m e n t
e a p a e i t y  i n  t h e  N I W T P ,  i n  t h e  a m o u n t  o f  2 5 0 , 0 0 0  g a l l o n s  p e r d a y
a n n u a l  a v e r a g e  d a i l y  f l o w  ( " G P D " ) ( t h e  " B a s e  C a p a c i t ; y " )  ,  f o r
t r e a t m e n t  o f  w a s t e w a t e r  f r o m  U t i l i t i e s '  s e w e r  C C & N  i n  a c c o r d a n c e
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with the rates and other terms and conditions .of this Agreement
Utilities shall have no ownership interest in the NIWTP by virtue
of the Base Capacity provided to Utilities under this Subsection

1.2 Utilities' Purchase of Excess Capacity. As.provided by
Nogales city Code § 19-127(l) , Utilities shall be entitled to
purchase additional portions of Nogales' .capacity in' the NIWTP
("Excess Capacity") over and above the 250,000 GOD Base Capacity
To purchase such Excess Capacity, Utilities shall notify Nogales
in writing at least fifteen (15) days prior to, and shall pay
Nogales (Three Dollars) $3.00 per GPD of Excess Capacity being
purchased on or before, the effective date of the purchase. An
initial purchase of Excess Capacity in the amount of 100, 000 GPD
annual average daily flow shall be- made 'by Utilities effective
upon the .Effective Date of this Agreement as.defined herein. At
any time or times on or before the second anniversary of .the
Effective Date of this Agreement, Utilities may, at its sole
option, purchase additional Excess Capacity in increments of
100, 000 GPD annual average daily flow each, not to exceed a total
of 300,000 GPD annual average daily Eloy of Excess Capacity over
and above the Base Capacity of 250, 000 GPD

1,3 Right of First Refusal for Excess Capacity. In the
event Nogales receives an offer by a third party to acquire or
contractually utilize any amount of Nogales' excess capacity in
the NIWTP for treatment of wastewater sources outside Nogales
service area (also herein "Excess Capacity") , having terms and
conditions acceptable to Nogales, then prior to acceptance of
such third party offer, Nogales shall first make a matching offer
in writing to Utilities of that amount of Excess Capacity on the
same terms and conditions as the~third party Offer; and Utilities
shall have the right, .but not the obligation, to purchase, on
those same terms and conditions, that amount of Excess Capacity
that would have been sold 'and/or utilized 'pursuant to that third
party offer. Utilities may exercise such right by giving Nogales
written notice, no later than fifteen (15) .days after Utilities
receipt of the matching offer from Nogales, of Utilities
acceptance of the matching ofierg and the purchase shall be
consummated in accordance with the terms and conditions of the
matching offer and/or as otherwise mutually agreed upon in good
faith by Utilities and Nogales as necessary to close the
transaction

1.4 Option to Purchase Base Capacity. Utilities may also
elect from time to time, at its sole option, to purchase all or a
portion of the Base capacity using the same procedure and at the
same price ea the purchase (s) of Excess Capacity under Subsection
1.2 hereinabove, in which case the Nogales Capital Charge
otherwise applicable to Base Capacity pursuant to Section 5
hereinbelow shall not apply after the date of such purchase (s) to
the portion(s) of Base Capacity so purchased by Utilities
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1.5 Purchase Documentation. With each purchase by
Utilities of capacity under this Section 1, . Nogales shall, no
later than the effective date of each purchase, give Utilities a
bill of sale and such other necessary or appropriate
documentation reasonably satisfactory to the parties evidencing
(it the transfer from Nogales to Utilities of an ownership
interest in the NIWTP commensurate with the amount of capacity
purchased and (ii) a guarantee by Nogales cf the availability of
such capacity to Utilities

1.6 Cooperation With Respect To NIWTP and USIBWC. Nogales
shall cooperate with Utilities to reasonably ensure that USIBWC
maintains and operates the NIWTP so as to .provide continuous
wastewater treatment services to Nogales and Utilities utilizing
facilities which are in, and which are operated in, compliance
with all federal, state, county and local health and governmental
laws, rules, regulations, decisions and policies and in
accordance with the agreements between Nogales and USIBWC. The
purchase by Utilities of a portion of Nogales' capacity in the
NIWTP shall constitute a corresponding and commensurate ownership
position in the NIWTP on the part of Utilities separate from and
in addition to such position of Nogales. Utilities shall have
full standing and participation, in reasonable coordination with
Nogales, in all discussions and dealings with USIBWC with respect
to ownership, operation, modification' and disposition of the
NIWTP, and shall be entitled to receipt of Utilities' share
based upon the proportion of total NIWTP capacity actually
purchased by Utilities, of the proceeds and benefits of any sales
or other dispositions of any interest in the NIWTP. Any sale or
other disposition of Nogales' interest in the NIWTP shall be
subject to Utilities' rights to receive reasonable prior notice
of, and participate in, all relevant negotiations and to either
(i) continue use of and own NIWTP capacity pursuant to this
Agreement, or (ii) receive, proportionately, the proceeds and
benefits from such sale or other disposition, to be diligently
and timely applied by Utilities to the development of alternative
wastewater treatment facilities, and to continued use of NIWTP
capacity for' a reasonable period of time thereafter, no shorter
than 5 (five) years unless shortened at Utilities' option, until
alternative treatment facilities have been constructed and are
physically and legally available for use by Utilities

Section 2 - Effective Date and Term

2.1 This Agreement shall become fully effective upon the
first: day of the month following satisfaction of the conditions
precedent contained in Section '7 hereof (the "Effective Date" .)
This Agreement shall, thereafter, continue in full force and
effect until terminated by mutual agreement of the parties
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2.2 Until the Effective Date, and retroactive to October 1
1996, Nogales shall invoice Utilities, and Utilities shall timely
pay, for treatment charges computed using a good faith estimate
of the charges applicable under the provisions of section 5 of
this Agreement, treating all of Utilities' metered flows as Base
Capacity not yet purchased by Utilities. Upon the Effective
Date, the rates and resulting charges provided by this Agreement
shall be deemed retroactive to October 1, 1996, and a
reconciliation shall be made, using actual monthly metered flows
between the charges actually paid and the charges that would have
been due under the new rates for the period from October 1, 1996
until the Effective Date; and the resulting credit or additional
charge due, as the case may be, shall be applied to the next
monthly ihvoice(s) due from Utilities after the Effective Date
until fully reconciled

Section 3 - Alternative Sewage Treatment

3 .1 Except as required to ensure the performance of Section
1 hereof, nothing in this Agreement shall be construed to
prohibit Utilities or Nogales from entering into any wastewater
treatment agreement with any other person, corporation, firm
municipality, utility or other entity, or to require Utilities,to
deliver to the NIWTP any minimum quantity of wastewater

Section 4 - Wastewater Delivery and Ownership

4.1 Utilities' wastewater deliveries to the NIWTP shall be
deemed to occur at the single Interconnection Point between the
Nogales sewer system and the Utilities sewer system, as more
specifically described on Exhibit "B" attached hereto and made a
part hereof by this reference

4.2 Utilities shall be solely responsible for the
construction, operation and maintenance of Utilities' sewage
delivery system and the Interconnection Point, and Nogales shall
have sole responsibility for the delivery system from the
Interconnection Point to the NIWTP. Any changes to the
Interconnection Point facility shall be first approved by Nogales
and then made by Utilities at the sole cost and expense of
Utilities

4.3 All, wastewater delivered by Utilities to Nogales
pursuant to this Agreement and all effluent and other products
and by-products thereof shall become the property and
responsibility of Nogales to the extent permitted by law
provided however, that Utilities, and its successors and assigns
shall be expressly and solely entitled to the use, free of charge
by Nogales or USIBWC, of all or any portion of the effluent
and/or the credits that may accrue from the recharge of any such
effluent the source of which was within Utilities' CC&N, subject
to the following

195929.1 11/21/96



(A) Utilities shall be solely responsible for the cost
of constructing, operating and maintaining any facilities
required to (i) treat effluent used by or credited to Utilities
beyond any level required by a National Pollution Discharge
Elimination System Permit ~or Aquifer Protection Permit then
applicable to the NIWTP for the discharge and/or reuse of
effluent, or (ii) deliver treated effluent used by or credited to
Utilities to any location outside the boundaries of the NIWTP

(B) Utilities shall pay to Nogales a reasonable
amount, based upon a pro rata share, along with all other parties
discharging into the NIWTP, based upon flows, of any and all
costs incurred by Nogales to obtain a permit for the recharge of
effluent produced by the NIWTP, such costs including, but not
limited to, legal fees, the costs of studies to quantify the
amount of effluent recharged, the costs of permits, the costs of
water quality monitoring required by a recharge permit, and any
other cost directly or indirectly attributable to the use of
effluent claimed by Utilities for recharge, but also taking
fairly into account all such costs and fees that Utilities shall
have incurred and expended specifically in such efforts inuring
to the benefit of both Utilities and Nogales with respect to
effluent recharge and/or reuse

Section 5 - Rates, Chartres, Billing and Payment:

5.1 For the treatment of wastewater pursuant to this
Agreement, utilities shall pay Nogales a charge based on
Utilities' pro rata share of Nogales' costs of treatment, using
the percentage that the volume of Utilities' wastewater
constitutes of the total volume of wastewater treated pursuant to
Nogales' ownership share of the NIWTP capacity. For the purpose
of computing the charges to Utilities

(A) The "Nogales Operating Expense" shall be Nogales' share
of the expense of operation and maintenance of the NIWTP as paid
by NogaleS pursuant to Section III of the Noga1es-UsIBwc
Contract

(B) The "Nogales Capital Charge" shall be the amounts set
forth on Exhibit B attached hereto and made a part hereof by this
reference. The Nogales Capital Charge is based upon Nogales
retirement of the capital cost of the NIWTP exclusive of all
costs associated with Nogales' collection system and other
facilities not used for the collection or treatment of Utilities
wastewater. The Nogales capital Charge may be increased to the
extent Nogales is required to and does. make or contribute to
major capital improvements to the NIWTP in the future
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(C) The relative percentages of the three components of the
total volume of wastewater treated for Nogales at; the NIWTP shall
be computed, based on metered flows, to arrive at:

(i) the " Base Capacity Percentage" of treatment
attributable to the portion of the Base Capacity actually used by
Util ities, but not yet purchased and owned by Util ities, under
this Agreement

( i i ) the "Excess Capacity Percentage" of treatment, if
any, attributable to the Excess Capacity purchased and owned by
U t i l i t i e s (including any portion of original Base Capacity that
has been subsequently purchased by Utilities) ; and

(iii) the remaining percentage attributable to the
remaining capacity of the NIWTP actually used by Nogales to treat
Nogales' own wastewater

The charge to 0t:ilit:ies shall be the sum of

(D) the product of multiplying the Base Capacity Percentage
times the sum of the Nogales Operating Expense and the Nogales
Capital Charge ; plus

(E) the product of multiplying the Excess Capacity
Percentage times the Nogales Operating Expense

5.2 Utilities' monthly invoice amount for treatment
services shall be established upon the Effective Date and then
adjusted once annually effective as of each October 1 thereafter
using an estimated charge of one twelfth (1/12) of the charge
computed using the projected flows, based upon prior twelve
months' actual metered flows, and the projected Nogales Operating
Expense, using the expenses established by the USIBWC, for the
ensuing operating year. No later than November 15 of each year a
reconciliation shall be performed- by determining Utilities' exact
treatment services charges due for the prior operating year using
actual metered flows and actual Nogales Operating Expenses
actually paid during that prior operating year. Nogales shall
credit Utilities for any overpayment that has resulted from the
monthly estimated charge invoices, such credits to be' reflected
on the next monthly invoice (and immediately subsequent invoices
if the credit exceeds one month's invoice); and, accordingly, any
underpayment by Utilities shall be added to the next monthly
invoice to Utilities. Utilities reserves the right to challenge
the determination of the NIWTP operating expenses to the same
extent and manner as Nogales

5.3 The above-provided formula for rates and charges for
wastewater treatment shall apply to Util ities in lieu of Nogales
current or future wastewater treatment rate ordinances. If
Nogales at any time resumes the physical operation and
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maintenance of the NIWTP, vis a vis USIBWC, then the Nogales
Operating Expense for purposes of this Section 5 shall be
Nogales' actual cost of the operation and maintenance of the
NIWTP based on the percentage of wastewater treatment capacity
actually used by Nogales as compared to the percentage of
wastewater treatment capacity actually used. by USIBWC

5.4 . During the term of this Agreement Utilities shall pay
to Nogales the treatment charges as calculated and invoiced
pursuant to this Section 5. Nogales shall invoice.Utilities on
or before the let day of each month for treatment provided during
the prior month, and Utilities shall pay the invoiced amount to
Nogales by check or wire transfer within twenty~five .(25) days of
receipt of each monthly invoice

5.5 If an invoice amount is deemed incorrect by Utilities
Utilities shall provide Nogales, in writing, the' basis upon which
Utilities claims the invoice is incorrect If the invoice amount
remains in dispute thirty (30) days after written notice of'a
disputed invoice, Utilities shall pay the disputed amount under
protest. If it is subsequently determined by agreement of the
parties or in an appropriate legal proceeding that Utilities has
paid Nogales any amount in excess of what should have been
properly charged by Nogales .to Utilities pursuant to this
Agreement, Nogales shall promptly refund that amount to Utilities
together with interest thereon at the rate per annum from time to
time applicable to judgments rendered by Arizona superior courts
from the date of payment by Utilities to the date of refund by
Nogales

Section 6 - Measurement of Wastewater Quantities

6 41 Utilities and Nogales, respectively, have installed and
will maintain at their respective expense, meters at mutually
agreeable locations to measure the gross volume of wastewater
being delivered to the NIWTP by Nogales, and the portion thereof
being delivered from the utilities' sewer CC&N via the
Interconnection Point

6.2 If a meter fails to register, or there is a dispute
about the accuracy of any meter readings, Nogales and Utilities
shall establish the duration during which the meter failed to
register or the meter readings.were inaccurate, and the estimated
quantity of wastewater delivered through such meter during such
period, and that quantity shall be the basis of charges for
wastewater treatment service for the period the.meter failed to
register flows correctly. The prior year's average flows during
the.corresponding period at issue shall be the iNitial reference
basis upon which volumes of wastewater are estimated, taking into
account any differences between the prior year and the current
year that are reflected by comparison of flows during other
corresponding periods both before and after the period of meter
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failure

6.3 It shall be the sole expense of the party owning the
meter Te maintain, and replace if necessary, any Weber. The
meter shall be repaired or replaced in the event any test shows
the meter to be registering in excess of three (3) percent, plus
or minus, of the quantity asserted by either party to be flowing
through the meter. The meter shall be tested at the owner's
expense, at least once each year, and copies of any meter, tests
made by or on behalf of the owner shall be furnished to the ~other
party within ten (10) working days of receipt of meter test
results. Either party may test any meter More frequently, at
that party's~ sole expense

Section 7 - Conditions Precedent

7.1 This Agreement is expressly subject to and conditioned
upon the 'following approvals, and Utilities and Nogales shall
cooperate to obtain all such approvals that: have not already been
obtained upon execution of this, Agreement

(A) The approval of this Agreement by the Acc,
required bY law or the Acc, for the treatment of Utilities
wastewater by Nogales

(B) The approval by the Acc, if required by law or the
Acc, of a surcharge and/or related tari ffs for recovery of al l
costs under this Agreement which, in Utilities' sole judgment
will enable Util ities to recover from its' customers and
ratepayers all the costs imposed on Utilities' by Nogales
resulting from this Agreement

(C) The approval of this Agreement 'by the Mayor and
Board of Alderman of the City of Nogales

(D) The approval pf this Agreement, if required by law
or any agreement between Nogales and USIBWC, by the Commissioner
of the U.S. Section of USIBWC

(E) All legally required approvals, if any, of the
United States Environmental Protection Agency, the Arizona
Department of Environmental Quality, the Santa Cruz County Health
Department, and any other agency or entity of the federal or
state government with authority to approve or regulate the
actions contemplated by this Agreement

7.2 In the event any approval by the ACC of a surcharge
and/orrelated tariffs for recovery of the costs under this
Agreement is waived by Utilities, Utilities shall furnish Nogales
a written statement, .which shall be annexed to' and be made a part
of this Agreement, constituting a waiver of'that condition
precedent, and Utilities shall be solely liable for all cost sand
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consequences thereof

7.3 waiver of approval of this Agreement, in writing, by
the Commissioner of the U.S. Section of USIBWC, the United States
Environmental Protection Agency, the Arizona Department of
Environmental Quality, and the Santa Cruz County Health
Department, shall satisfy the condition precedent as to that
agency or entity

Section 8 - Access to Facilities

8.1 Authorized representatives of Nogales shall be allowed
access to Utilities' 'wastewater flow metering station and all
other Utilities' . facilities connected to the NIWTP. and
authorized representatives of Utilities shall be allowed access
to the NIWTP (to the same extent that such access is allowed to
authorized representatives of Nogales pursuant to its agreements
with USIBWC and/or the operators) , at all reasonable times.during
normal business hours upon such advance notice as is reasonable
under the circumstances. Each party shall designate its
authorized representatives" in writing to the other

Sect i on  9  -  L i ab i l i t y

9.1 Each party shall indemnify and hold harmless the other
party and their respective elected officials, officers
directors, shareholders, employers, agents and consultants, from
and against all claims and liabilities of any kind or nature
(including without limitation unjustified or frivolous claims)
actions or expenses, including without limitation penalties
assessments~ and consequential damages, to which they or any of
them may be subjected by reason of

(A) the failure by the indemnifying party, its agents
servants, employees, contractors, or subcontractors, to comply
with any local, state or federal law, rules or regulation, or
order of any agency or court, which the indemnifying party is
obligated to obey

(B) the negligence of the indemnifying party or that
of its agents, servants, employees, contractors or subcontractors
in the use of NIWTP

(C) the discharge of any prohibited waste substance
or material into the NIWTP in violation of local, state or
federal laws, rules or regulations that the indemnifying party
may be subject to or have authority or responsibility to enforce
upon its customers

9.2 Any penalty, fine, assessment, legal expense or civil
damage assessed against: either party for any violation of any
local, state or federal law, rule or' regulation, or order of any
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agency or court, associated with the other party's use of the
NIWTP shall be borne solely by the violating party, and the
violating party shall hold the other party, its officers
directors, shareholders, employees, elected officials, agents
contractors and subcontractors free and harmless of any and all
costs or liabilities of any nature whatsoever arising therefrom
provided, however, that neither party shall be obligated to
indemnify or hold harmless any of such parties from or against
the negligence or willful misconduct of any of such parties

9.3
interest in Nogales' share of capacity in the NIWTP, Utilities
shall have no responsibility or liability for. the operation of
the NIWTP or, except as provided by Section 4 of this Agreement
the disposal of any effluent, sludge or other products or
byproducts thereof

Notwithstanding Utilities' purchase of an ownership

Section lo - General Provisions

10 .1 Notices

Notices shall be given, in writing, by first class mail
postage prepaid, as follows

TD: Rio Rico Utilities
Attn: Don Baker
1060 Yavapai Drive, Suite 3
Rio Rico. Arizona 85648

with a copy to

Rio Rico Utilities Inc
c/o Avatar Holdings, Inc
255 Alhambra circle
Coral Gables. Florida 33134
Attn: General Counsel

To: City of Nogales
Attn: Wastewater Superintendent
city of Nogales

Grand Avenue
Nogales, Arizona 85621

with copy to

City Attorney
City of Nogales
'777 n. Grand Avenue
Nogales, Arizona 85621
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10.2 Other Provisions

(A) This Agreement may not; be modified or amended
except by a wri t ing signed by both parties and approved in the
same manner as required hereinabove

(B) This Agreement: shall be governed by the laws of
the State of Arizona

(C) This Agreement constitutes the entire agreement
between the parties with respect to the subject matter hereof and
expressly supersedes and revokes all other prior agreements
between the parties with respect to the subject matter hereof

(D) This Agreement may be executed in several
counterparts, each of which shall be an original but all of which
shall constitute one instrument

(E) Time is of the essence of this Agreement

(F) In the event any provision of this Agreement is
for any reason adjudicated deficient, unenforceable, irregular
and/or invalid, the parties hereto, and each of them, will
promptly, and to the extent reasonably possible, take such action
or proceeding as may be necessary to correct such deficiency or
otherwise validate that provision. If any provision of this
Agreement is declared void and unenforceable, such provisicn of
this Agreement is declared void and unenforceable, such provision
shall be deemed severed from this Agreement,
otherwise remain in full force 'and effect

which shall

(G) No waiver by Nogales or Utilities of any breach by
the other party of any provision of this Agreement nor any
failure by Nogales or Utilities to insist on strict performance
by the other party of any provision. of this Agreement shall in
any way be construed to be a waiver of any future or subsequent
breach or bar the right to insist on strict performance by the
other party of any provision of this Agreement in the future

(H) Each party hereto agrees to do all such things and
take all such actions. to Md~:e, execute and deliver such other
documents and instruments as the other party shall reasonably
request to carry out: the provisions, intent: and purpose of this
Agreement

10.3 Pretreatment Enforcement

Nogales shall be responsible for enforcement of all
provisions of the Santa Cruz county Pretreatment Ordinance as
from the time of its adopting and as it may be amended from time
to time, directly against those customers of Util it ies which are
subject to the Pretreatment Ordinance. Nogales shall issue the
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permits, make the inspections, collect the permit fees, require
the posting cf bonds, and take such other actions as the
Pretreatment Ordinance requires and are permitted to be done by
Nogales pursuant to an Intergovernmental Agreement between
Nogales and Santa Cruz County. Utilities shall reasonably
cooperate with Nogales in connection with the Pretreatment
Ordinance but shall not be responsible for the failure of any
customer of Utilities to comply therewith. Nothing herein shall
prohibit Nogales or Santa Cruz County from charging separate
permit fees to the individual sewer customers of Rio Rico
Utilities Inc. who need pretreatment permits for implementation
of the Santa Cruz County pretreatment ordinance

IN WITNESS WI-IEREOF, the City of Nogales, and Rio Rico
Utilities Inc. have caused this Agreement to be signed by their
respective officers and attested by their respective officials
all as of the date first hereinabove set forth

CITY OF NOGALES
an Arizona
municipal corporation

R10 RICO UTILITIES INC
an Arizona corporation

By
Louie Valdez
Mavra*

BY

Executive Vice pnzesidemt

APPROVED AS TO FORM

Office of the city Atztzcrney

By

ATTEST

By 24344
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EXHIBIT B TO

WASTEWATER TREATMENT SERVICES AGREEMENT

CITY OF NGGALES AND RIO RICO UTILITIES INC

CALCULATION OF "NOGALES CAPITAL CHARGE

'1o'rAL c1~ry or NQGALES MDA nEB'r= $15,680,000

PERCENTAGE OF DEBT FOR NIWTP: 26.955296

PORTION OF DEBT FOR NOGALES' SHARE OF.NIWTP2 $4,226,737



MEMQRANDUM OF AGREEMENT

This Memorandum of Agreement (this "Mernoranduln") is made and entered into the 8
day of December, 2006 by and between the City of Nogales, Arizona, an Arizona
municipal corporation (hereinafter "City") and Rio Rico Utilities Inc., an Arizona public
sewioe corporation (hereinafter "RRUI")

WHEREAS, the City and RRUI have an existing agreement dated November 20, 1996
whereby the City has guaranteed RRUI the right to 550,000 gallons per day (GPD) of
wastewater treatment capacity at the Nogales International Wastewater Treatment Plant
(NIWTP) which is within the wastewater treatment capacity owned by the City in the
NIWTP: and

WHEREAS, in order to comply with state and federal wastewater treatment and
discharge standards the NIWTP is undergoing a major upgrade at a cost currently
projected to be approximately $60 million, and

WHEREAS, the City and RRUI agree that RRUI shall be responsible for a proportionate
share of the costs of the upgrade of the NIWTP, based on the GPD capacity upgrade of
740.000 GPD: and

WHEREAS, RRUI desires to acquire an additional one hundred ninety thousand gallons
(190,000) gallons of wastewater treatment capacity as pan of the NIWTP expansion and
upgrade for its use and benefit

NOW THEREFORE the parties agree as follows

(l) The City shall instinct its Design-Build contractor responsible for the design and
construction of the upgrade to the NIWTP to expand the upgrade of the NIWTP
from its current planned capacity of 14 million gallons per day by the amount of
550,000 gallons per day to accommodate RRUI's existing capacity entitlement to
the NIWTP, and by an additional amount of 190,000 gallons per day to
accommodate RRUI's projected wastewater treatment capacity needs (the
Pt'oject")

(2) In consideration of the City's upgrade and expansion of the capacity of the
upgrade of the NIWTP for the benefit of RRUI, RRUI agrees to

(A) In accordance with the amounts set forth Paragraph 5 below, pay to the
City 100% of the design and construction costs for the upgrade of its
existing 550,000 gallons of wastewater treatment capacity at the NIWTP
based upon an agreed upon allocation of the total cost of the upgrade of
the NIWTP to 14,550,000 gallons per day of wastewater treatment
capacity divided by the total cost of the design and construction of the
upgrade to achieve the actual cost per gallon of the upgrade of RRUl's
existing capacity, and

EXHIBIT
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(B) Pay to the City one million five hundred twenty thousand dollars
($l,520,000) ($8 per gallon times 190,000) for the cost of the expansion
of the wastewater treatment capacity of the NIWTP by an additional
amount of 190,000 gallons per day

(3) Upon execution of this Memorandum, the City shall instruct its Design-Build
contractor to design and construct .the upgrade of the NIWTP to a total capacity of
14,740,000 gallons per day of which 550,000 gallons per day shall be the upgrade
of RRUI's existing capacity share in the NIWTP and 190,000 gallons per day
shall be the additional capacity in the NIWTP allocated to and for the benefit of

(4) RRUI agrees to pay to the City RRUl's cost allocation for the expansion of the
NIWTP's capacity in the amount of one million five hundred twenty thousand
dollars ($l,520,000) (l90,000 gallons times $8,00 per gallon). Of this amount
one hundred fifty two thousand dollars ($152,000) will be paid by RRUI to City
on or before January 2, 2007 in order to provide City with binds to cover RRUI's
proportionate share of the costs of the design of the NIWTP expansion

(5) RRUI agrees.to pay to the City RRUI's cost allocation for the upgrade of the
existing capacity in the NIWTP in the amount of two million seven hundred fifty
thousand dollars ($2,750,000) (550,000 gallons times $5.00 per gallon). Of this
amount, two hundred seventy-five thousand dollars ($275,000) (the "Deposit")
will be paid by RRUI to City on or before January 2, 2007 in order to provide
City with funds to cover RRUI'S proportionate share of the costs of the design of
the upgrade to the existing capacity in the NIWTP. If the City does not Proceed
with or complete the design of the upgrades for the Project, then the Deposit shall
be refunded to RRUI without deduction or off-set. Upon completion of the
upgrade of the NIWTP and determination of the final cost of said upgrade the
Actual Cost of the upgrade of RRUI's existing 555,000 gallons per day of
wastewater treatment capacity shall be determined. If the actual cost is less than
the estimated cost of $5.00 per gallon for the 550,000 gallons per day of existing
capacity, the City shall refund the unused balance of RRUl's deposit for existing
capacity upgrade to RRUI within thirty (30) days of the determination of the
Actual Cost. The City shall provide RRUI the final determination of the Actual
Cost in writing with supporting documentation. In the event the Actual Cost of
the upgrade of RRUI's 550,000 gallons of existing wastewater treatment capacity
exceeds $5.00 per gallon, R.RUI shall pay to the City the shortfall within 180 days
of the detennination and notice of the Actual Cost. For purposes of this
Memorandum, "Actual Costs" shall mean the direct costs of labor and supplies
provided by the Design-Build Contractor

(6) The remaining amounts to be paid by RRUI to the City under this Memorandum
after payment of the Deposit shall be paid from time to time upon receipt and
approval by RRUI of proper construction invoices issued by the Design-Build
contractor associated with the Project. All funds paid by RRUI to the City shall
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be used exclusively to pay RRUI's for the design and construction cost of the
upgrade of the existing capacity and the design and construction of the additional
capacity of the NIWTP for the benefit of RRUI. RRUI shall be entitled to a full
accounting of the use and disposition of funds paid by it to the City for these
purposes

(7) Within 90 days of the City's approval of this Memorandum, the parties agree to
negotiate in good-faith and enter into a separate agreement to further memorialize
the terms of this Memorandum, to address additional necessary terms such as
allocation of the operational and maintenance costs of the upgraded and expanded
nlwTp, maintenance obligations of RRUI to the RRUI system, and to modify the
November 20,1996 agreement between them, It is the premise and understanding
of the parties that RRUI shall be liable for its prorated share of the operational and
maintenance costs of the NIWTP under the current formula provided for in the
November 20, 1996 agreement

(8) Upon mutual execution of this Memorandum and upon completion of the Project
RRUI shall be allocated and entitled to 190,000 gallons of additional capacity in
the now existing City share of the NIWTP and the City shall reflect that additional
capacity in all sewer capacity assurance documentation provided by the City to
the Arizona Department of Environmental Quality (ADEQ) for the benefit of
RRUI. If existing assured treatment capacity cannot accommodate the increased
capacity, the existing available capacity shall be shared pro-rata between RRUI
and City until completion of treatment upgrades

(9) This Memorandum shall be binding on the successors and assigns of the parties
hereto. This Memorandum shall not be modif ied except by written instrument
executed by both parties. Time is of the essence of this Memorandum. Arizona
law shall apply to this Memorandum

( l0 ) This Memorandum may be subject to approval by the United States
Environmental Protection Agency (USEPA), the United States Section of the
International Boundary and Water Commission (USIBWC), and the North
American Development Bank (NADBank). The City shall forthwith provide
copies of this Memorandum to the three agencies named herein and take all
reasonable and necessary steps to obtain approval, if required, of this
Memorandum. RRUI shall be entitled to participate in any an all approval efforts
of the City

(1 l) RRUI agrees that this Memorandum is subj act to approval by the Nogales
City Council. RRUI has executed this Memorandum in advance of City Council
consideration.. Once and if approved by the City Council and executed by the
appropriate City Authority, it shall be fully enforceable and binding on all parties
If any required approval set out in Paragraph ll is not obtained, the parties may
unwind this agreement and return all consideration, less any unrecoverable

City of Nogales/RRUI Memorandum of Agreement Page 3 off



expenses associated therewith. Failure to make timely payments by RRUI as set
out herein shall be cause to forthwith terminate this Memorandum

THIS MEMORANDUM of Agreement has been executed and ratified by the parties
as provided below

CITY OF NOGALES
An Arizona municipal corporation

RIO RICO UTILITIES INC

By:( By
Fontcs, City Manager

M/ 044
FG!/ n

84- .244
I

Attest

By
Leticia Robinson, City Clerk

Approved as to form

By
p.

4°
Lawre:e K1oSè  ,.,. tome

18637172

City of Nogales/RRUI Memorandum of Agreement
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Guidelines for Cost Allocations and Affiliate Transactions

The following Guidelines for Cost Allocations and Affiliate Transactions (Guidelines) are intended
to provide guidance to jurisdictional regulatory authorities and regulated utilities and their affiliates
in the development of procedures and recording of transactions for services and products
between a regulated entity and affiliates. The prevailing premise of these Guidelines is that
allocation methods should not result in subsidization of non-regulated services or products by
regulated entities unless authorized by the jurisdictional regulatory authority. These Guidelines
are go intended to be rules or regulations prescribing how cost allocations and affiliate
transactions are to be handled. They are intended to provide a framework for regulated entities
and regulatory authorities in the development of their own policies and procedures for cost
allocations and affiliated transactions. Variation in regulatory environment may justify different
cost allocation methods than those embodied in the Guidelines

The Guidelines acknowledge and reference the use of several different practices and
methods. It is intended that there be latitude in the application of these guidelines, subject to
regulatory oversight. The implementation and compliance with these cost allocations and affiliate
transaction guidelines, by regulated utilities under the authority of jurisdictional regulatory
commissions, is subject to Federal and state law. Each state or Federal regulatory commission
may have unique situations and circumstances that govern affiliate transactions, cost allocations,
and/or service or product pricing standards. For example, The Public utility Holding Company Act
of 1935 requires registered holding company systems to price "at cost" the sale of goods and
services and the undertaking of construction contracts between affiliate companies

The Guidelines were developed by the NARUC Staff Subcommittee on Accounts in
compliance with the Resolution passed on March 3, 1998 entitled "Resolution Regarding Cost
Allocation for the Energy industry" which directed the Staff Subcommittee on Accounts together
with the Staff Subcommittees on Strategic Issues and Gas to prepare for NARUC's consideration
"Guidelines for Energy Cost Allocations." In addition, input was requested from other industry
parties. Various levels of input were obtained in the development of the Guidelines from the
Edison Electric Institute, American Gas Association, Securities and Exchange Commission, the
Federal Energy Regulatory Commission, Rural Utilities Service and the National Rural Electric
Cooperatives Association as well as staff of various state public utility commissions

In some instances, non~structural safeguards as contained in these guidelines may not be
sufficient to prevent market power problems in strategic markets such as the generation market
Problems arise when a firm has the ability to raise prices above market for a sustained period
and/or impede output of a product or service. Such concerns have fed some states to develop
codes of conduct to govern relationships between the regulated utility and its non-regulated
affiliates. Consideration should be given to any "unique" advantages an incumbent utility would
have over competitors in an emerging market such as the retail energy market. A code of conduct
should be used in conjunction with guidelines on cost allocations and affiliate transactions

A. DEFINITIONS

1. Affiliates- companies that are related to each other due to common ownership or control

2. Attestation Enqaqement- one in which a certified public accountant who is in the practice of
public accounting is contracted to issue a written communication that expresses a conclusion
about the reliability of a written assertion that is the responsibility of another party

EXHIBIT
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3. Cost Allocation Manual (CAM) - an indexed compilation and documentation of a company's
cost allocation policies and related procedures

4. Cost Allocations - the methods or ratios used to apportion costs. A cost allocator can be based
on the origin of costs, as in the case of cost drivers, cost-causative linkage of an indirect nature
or one or more overall factors (also known as general allocators)

5. Common Costs - costs associated with services or products that are of joint benefit between
regulated and non~regulated business units

e. Cost Driver - a measurable event or quantity which influences the level of costs incurred and
which can be directly traced to the origin of the costs themselves

7. Direct Costs - costs which can be specifically identified with a particular service or product

8. Fullv Allocated costs - the sum of the direct costs plus an appropriate share of indirect costs

9. Incremental pricing - pricing services or products on a basis of only the additional costs added
by their operations while one or more pre-existing services or products support the fixed costs

10. Indirect Costs - costs that cannot be identified with a particular service or product. This
includes but not limited to overhead costs, administrative and general, and taxes

11. Non-reoulated - that which is not subject to regulation by regulatory authorities

12. Prevailing Market Pricing - a generally accepted market value that can be substantiated by
clearly comparable transactions, auction or appraisal

13. Regulated - that which is subject to regulation by regulatory authorities

14. Subsidization - the recovery of costs from one class of customers or business unit that are
attributable to another

B. COST ALLOCATION PRINCIPLES

The following allocation principles should be used whenever products or services are
provided between a regulated utility and its non-regulated affiliate or division

1. To the maximum extent practicable, in consideration of administrative costs, costs should be
collected and classified on a direct basis for each asset, service or product provided

2. The general method for charging indirect costs should be on a fully allocated cost basis. Under
appropriate circumstances, regulatory authorities may consider incremental cost, prevailing
market pricing or other methods for allocating costs and pricing transactions among affiliates

3. To the extent possible, all direct and allocated costs between regulated and non-regulated
services and products should be traceable on the books of the applicable regulated utility to the
applicable Uniform System of Accounts. Documentation should be made available to the
appropriate regulatory authority upon request regarding transactions between the regulated utility
and its affiliates

4. The allocation methods should apply to the regulated eritity's affiliates in order to prevent



subsidization from, and ensure equitable cost sharing among the regulated entity and its affiliates
and vice versa

5. All costs should be classified to services or products which, by their very nature, are either
regulated, non-regulated, or common to both

6. The primary cost driver of common costs, or a relevant proxy in the absence of a primary cost
driver, should be identified and used to allocate the cost between regulated and non-regulated
services or products

7. The indirect costs of each business unit, including the allocated costs of shared services
should be spread to the services or products to which they relate using relevant cost affocators

c. COST ALLOCATION MANUAL (NOT TARIFFED)

Each entity that provides both regulated and non-regulated services or products should
maintain a cost allocation manual (CAM) or its equivalent and notify the jurisdictional regulatory
authorities of the CAM's existence. The determination of what, if any, information should be held
confidential should be based on the statutes and rules of the regulatory agency that requires the
information. Any entity required to provide notification of a CAM(s) should make arrangements as
necessary and appropriate to ensure competitively sensitive information derived therefrom be
kept confidential by the regulator. At a minimum, the CAM should contain the following

1. An organization chart of the holding company, depicting all affiliates, and regulated entities

2. A description of all assets, services and products provided to and from the regulated entity and
each of its affiliates

3. A description of all assets, services and products provided by the regulated entity to non
affiliates

4. A description of the cost allocators and methods used by the regulated entity and the cost
allocators and methods used by its affiliates related to the regulated services and products
provided to the regulated entity

D. AFFILIATE TRANSACTIONS (NOT TARIFFED)

The affiliate transactions pricing guidelines are based on two assumptions. First, affiliate
transactions raise the concern of self-dealing where market forces do not necessarily drive prices
Second, utilities have a natural business incentive to shift costs from non-regulated competitive
operations to regulated monopoly operations since recovery is more certain with captive
ratepayers. Too much flexibility will lead to subsidization. However, if the affiliate transaction
pricing guidelines are too rigid, economic transactions may be discouraged

The objective of the affiliate transactions' guidelines is to lessen the possibility of
subsidization in order to protect monopoly ratepayers and to help establish and preserve
competition in the electric generation and the electric and gas supply markets. it provides ample
flexibility to accommodate exceptions where the outcome is in the best interest of the utility, its
ratepayers and competition. As with any transactions, the burden of proof for any exception from



the general rule rests with the proponent of the exception

1. Generally, the price for services, products and the use of assets provided by a regulated entity
to its non-regulated affiliates should be at the higher of fully allocated costs or prevailing market
prices. Under appropriate circumstances, prices could be based on incremental cost. or other
pricing mechanisms as determined by the regulator

2. Generally, the price for services, products and the use of assets provided by a non-regulated
affiliate to a regulated affiliate should be at the lower of fully allocated cost or prevailing market
prices. Under appropriate circumstances, prices could be based on incremental cost, or other
pricing mechanisms as determined by the regulator

3. Generally, transfer of a capital asset from the utility to its non-regul~ated affiliate should be at
the greater of prevailing market price or net book value, except as otherwise required by law or
regulation. Generally, transfer of assets from an affiliate to the utility should be at the lower of
prevailing market price or net book value, except as otherwise required by law or regulation. To
determine prevailing market value, an appraisal should be required at certain value thresholds as
determined by regulators

4. Entities should maintain all information underlying affiliate transactions with the affiliated utility
for a minimum of three years, or as required by law or regulation

E. AUDIT REQUIREMENTS

1. An audit trail should exist with respect to all transactions between the regulated entity and its
affiliates that relate to regulated services and products. The regulator should have complete
access to all affiliate records necessary to ensure that cost allocations and affiliate transactions
are conducted in accordance with the guidelines. Regulators should have complete access to
affiliate records, consistent with state statutes, to ensure that the regulator has access to all
relevant information necessary to evaluate whether subsidization exists. The auditors, not the
audited utilities, should determine what information is relevant for a particular audit objective
Limitations on access would compromise the audit process and impair audit independence

2. Each regulated entity's cost allocation documentation should be made available to the
company's internal auditors for periodic review of the allocation policy and process and to any
jurisdictional regulatory authority when appropriate and upon request

3. Any jurisdictional regulatory authority may request an independent attestation engagement of
the CAM. The cost of any independent attestation engagement associated with the CAM, should
be shared between regulated and non-regulated operations consistent with the allocation of
similar common costs

4. Any audit of the CAM should not otherwise limit or restrict the authority of state regulatory
authorities to have access to the books and records of and audit the operations of jurisdictional
utilities

5. Any entity required to provide access to its books and records should make arrangements as
necessary and appropriate to ensure that competitively sensitive information derived therefrom be
kept confidential by the regulator

F. REPORTING REQUIREMENTS

1. The regulated entity should report annually the dollar amount of non-tariffed transactions



associated with the provision of each service or product and the use or sale of each asset for the
following'

a. Those provided to each non~regulated affiliate

b. Those received from each non-regulated affiliate

c. Those provided to non-affiliated entities

2. Any additional information needed to assure compliance with these Guidelines, such as cost of
service data necessary to evaluate subsidization issues, should be provided
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EXHI

And 1 | .
BEFORE THE ARIZONA CORPORATION m 0 |

a D
2 WILLIAM A. MUNDELL

CHAIRMAN
3 JIM IRVIN

COMMISSIONER
4 MARC SPITZER

co1v1m1ss1on18R

DEC 2 8 2001

DOCKET no. w-01445A-00-0962

DECISION NO. 44/411,
6

7

8

9 DATES OF HEARING

IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR ADJUSTMENTS TO ITS
RATES AND CHARGES FOR UTILITY SERVICE
FURNISHED BY ITS NORTHERN GROUP AND
FOR CERTAIN RELATED APPROVALS OPINION AND ORDER

August 31 (pre-hearing conference), September 5, 6
and 7. 2001

10

PLACE OF HEARING Phoenix. Arizona

ADMNISTRATIVE LAW JUDGE Stephen Gibelli

APPEARANCES Mr. Norman James and Mr. Jay Shapiro
FENNEMORE CRAIG, on behalf.of Arizona Water
Company

Mr. Daniel W. Pozefsky, Attorney, on behalf of the
Residential Utility Consumer Office; and

Ms. Teena Wolfe, Staff Attorney, Legal Division, on
behalf of the Utilities Division of the Arizona
Corporation Commission

18 BY THE COMMISSION

INTRODUCTION

On November 22, 2000, Arizona Water Company ("Arizona Water" or "Company") tiled

an application for a rate increase for the Company's Northern Group water systems. Arizona Water

22 supplies water to approximately 60,000 customers in eight Arizona counties under 18 separate

23 water systems, The rate application filed in this proceeding involves only the Company's Northern

24 Group, which serves approximately 16,000 customers under five separate water systems (Sedona

25 Pinewood, Rimrock, Lakeside, and Overgaard). Arizona Water seeks approval in this case to

26 organize these five systems into two divisions with consolidated rate schedules. Under the

Mr. Gibelli conducted the hearing in this matter and the Recommended Opinion and Order was written by
Dwight Nodes

S/h/DNodes/orders/00962 0840

L



DOCKET NO. w-01445A-00-0962

1 Company's proposal, the Sedona Division would include the Sedona, Pinewood, and Rimrock

2 systems, and the Lakeside Division would consist of the Lakeside and Overgaard systems. Under

3 this proposed consolidated rate schedule, Arizona Water seeks an increase of $1,121,081 for the

4 Sedona Division and an increase of $951,513 for the Lakeside Division. The Company's proposed

5 combined revenue increase of $2,072,594 represents an average increase of approximately 35

6 percent (Ex. A~5, at 2-3, Sched. Tab 1)

Arizona Water's current rates and charges were approved by the Commission on December

8 23. 1992 in Decision No. 58120, and became effective January 1, 1993. The service charges were

9 later modified in Decision No. 60512, issued December 3, 1997. The Company's purchased power

10 adjustor mechanisms were changed in Decision Nos. 58293 and 62755, issued May 19, 1993 and

l l July 2512000, respectively. Arizona Water's Monitoring Assistance Program ("MAP") surcharge

12 was established in Decision No. 62141 on December 14, 1999 (Ex, S-1, at 3~4)

13 Staff filed a letter on December 22, 2000 acknowledging that the Company's rate filing was

14 sufficient. The Residential Utility Consumer Office ("RUCO") was granted intervention on

15 January 19, 2001. Arizona Water, Staff, and RUCO filed testimony supporting their respective

16 positions. Hearings were conducted on September 5, 6, and 7, 2001 before a duly authorized

17 Administrative Law Judge. Closing briefs were filed on October 17, 2001

18

19 According to the Company's application, in the test year ended December 31, 1999

20 Arizona Water's Northern Group had adjusted operating income of $899,136 on an adjusted

21 Original Cost Rate Base of $19,654,410, a 4.37 percent rate of return. Arizona Water requests a

22 revenue increase of $2,285,526.2 Staff recommends a revenue increase of $764,896, and RUCO

23 recommends an increase of $667,094

Rate Application

RATE BASE

Post-Test Year Plant Additions

Arizona Water proposed a revised Norther Group fair value rate base equal to

This total does not matchExhibit C "Total of Systems" due to rounding

S/h/DNodes/orders/009620&O DECISION NO és42J'.;L



DOCKET NO. W-01445A-00-0962

1 $19,506,293, which included post test year plant additions totaling $3,222,432 (Ex. A-5, Tab 1)

2 Although the Company selected a 1999 test year in this proceeding, it proposes that plant additions

3 be included in rate base that were placed in service through March 31, 2001. Arizona Water argues

4 that there is no dispute that all of the post-test year plant additions were completed and placed in

5 sen/ice before March 31, 2001, and are currently used and useful

The Company claims that the Commission has previously approved pro forma adjustments

7 to rate base under similar circumstances. The Company points to its prior rate case (Decision No

8 158120) as an example of the Commission's inclusion of plant added 12 months after the test year

9 because the plant was serving customers and was used and useful. Arizona Water also cites to

10 several other cases where the Commission has included post-test year plant additions in rate base

11 In DeciSion Nos. 60220 (May 27, 1997), the Commission included post-test year plant for Paradise

12 Valley Water Company. The Commission also included plant additions after the test year for Far

13 West Water & Sewer in Decision No. 62649 (June 13, 2000)

14 Arizona Water contends that the plant additions in question in this case are reasonable and

15 consistent with the Commission's policies and practices. The Company asserts that the plant

16 additions are revenue neutral in that they are used to serve existing customers and not future

17 growth. Finally, the Company claims that there is no dispute that the plant additions were

18 completed and placed in service by March 2001, and that the additions are used and useful

RUCO argues that, although the Commission has in the past adopted post-test year plant

20 additions, the cases cited by Arizona Water are distinguishable. RUCO claims that the Far West

21 case involved interim rates being set on an emergency basis, as well as a financing request to fund

22 the plant additions necessary to solve water quality problems. The Commission allowed inclusion

23 of plant additions 14 months beyond the test year due to the fact that the plant additions were

24 ordered by the Commission. The Commission stated that

It is unreasonable for the Commission to order the
Company to make such an investment that triples its
rate base and approve f inancing, but reject the
request for rates that would support the investment
and provide a fair and reasonable retum
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(Decision No. 62649, at 5). The Commission went on to state in that case that it did not intend to

set a precedent for disregarding the Commission's rules that require applications to be based on an

historic test year. The Commission further stated that its decision to allow the plant additions in

that case should not be construed as an indication that such post-test year plant additions would be

approved in any other context (Id.). With respect to the Paradise Valley case, the Commission

allowed inclusion of plant additions 13 months after the test year. RUCO points out that these

plant additions were necessary to address system-wide deficiencies that resulted in low water

pressure and lack of water (See, Decision No. 60220, at 5-6). Unlike the Far West and Paradise

Valley cases, RUCO claims that Arizona Water's post~test year plant additions were for routine

maintenance and improvements. Since Arizona Water's plant additions do not involve special or

unique circumstances, RUCO argues that the Commission should follow its normal practice of

adopting a historical test year for inclusion of plant in rate base

Staff points out that the Company filed its application on November 22, 2000, but chose a

test year ending December 31, 1999. Because Arizona Water voluntarily chose a 1999 test year

Staff claims it is unreasonable for the Company to seek inclusion of plant additions 15 months

after the end of the test year. Therefore, Staff recommends that the Commission utilize Staff's

proposed plant addition cut-off date of December 31, 2000 as a compromise position that would

include plant additions made through the 12 months following the test year

Staff claims that pro forma adjustments to rate base should be allowed only if they are

known and measurable, are revenue neutral (i.e., they do not violate the matching principle), and

extend no more than one year alter the test year. Staff asserts that going beyond 12 months alter

the end of the test year increases the likelihood of a significant mismatch among rate base

revenues, and expenses. Staff contends that its December 31, 2000 cut-off date proposal fairly

balances the interests of Arizona Water's shareholders and ratepayers

The Commission's rules require that the test year selected by a rate applicant for

determining rate base, operating income, and rate of return to be "the most recent practical date

available prior to the f i l ing." A.A.C. R14-2-l03(A)(3)(p). Although the Commission has
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1 historically recognized known and measurable post-test year data, it has generally limited such

2 recognition to at most 12 months following the end of the test year. The cases cited by the

3 Company to support its 15-month post-test year proposal are distinguishable because they involved

4 the need to resolve water quality issues on an expedited basis. Moreover, as Staff points out

5 Arizona Water had exclusive control over the timing of its rate application and selection of the test

6 year, and the Company should have been aware of the Comlnission's rules and precedent

7 involving post-test year plant additions. We believe Staffs proposal to include the Company's

8 plant additions for up to a full year following the end of the test year in this case is a reasonable

9 and justifiable resolution of this issue

10 Accumulated Depreciation

In calculating accumulated depreciation, Arizona Water uses the "half-year convention" of

12 depreciation. Under this convention, plant additions during the year are assumed to be made on

13 June 30 or July 1, resulting in a half-year's depreciation in the first yearend a half-year's

14 depreciation in the year that the plant is retired (Tr, 61). This convention was approved in the

15 Company's last rate case (Decision No. 58120, at 5-6). However, in this case Arizona Water

16 followed the half-year convention on its books but for ratemaking purposes seeks recovery of a full

17 12 months of depreciation (Tr. 63-65)

18 Arizona Water made pro forma adjustments to match its accumulated depreciation balance

19 with the post-test year plant additions (Ex. A-4, at 22-26). The Company claims that its

20 assumption that post-test year plant additions were in service at the beginning of the test year is

21 consistent with the parties' pro forma adjustments to revenues and expenses. The Company asserts

22 that although Staff annualized revenues and expenses on a first day of the test year basis, Staff

23 used a different methodology for depreciation. Arizona Water contends that rather than including

24 a full year of depreciation for plant additions, Staff misapplied the half-year convention and added

25 only half of the annual depreciation to the accumulated depreciation balance. The Company

26 argues that the net result of Staff's adjustments is an increase by an additional 12 months in the

27 Company's depreciation balance at the end of 1999 on all plant, rather than on just post~test year

28 plant additions
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5

We agree with Staff's recommendation that it is necessary to reconcile the accumulated

depreciation with the same cut-off date as was used for the post-test year plant. As Staff points

out, if accumulated depreciation is not increased by a corresponding amount, the Company's

shareholders will realize a windfall at the expense of the Company's ratepayers. The depreciation

expense on the post-test year and all other plant should be added to the accumulated depreciation

6 Otherwise rate base will be

7

balance and subtracted from gross plant as Staff recommends.

overstated at the expense of the Company's ratepayers

8 Cash Working Capital

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Arizona Water seeks a working capital allowance of $469,375, consisting of cash working

capital, materials and supplies inventory, required bank balances, and prepayments and special

deposits. Only the cash working capital component is disputed in this proceeding' (See, Ex.S- 1

Sched. CSB-7, Ex. R-2, Sched. MDC-3)

Arizona Water contends that Staff's proposed lead~lag expenses are not supported by the

evidence and contain inconsistencies. For example, the Company states that the Staff witness

schedules for purchased power had inconsistencies that the witness was unable to explain (Tr, 394

396), and that the Staff witness included interest expense in the expense lag which is a below-the

line capital cost that should not be part of a working capital computation (Ex. A-4, at 31-32). The

Company also argues that Staffs cash working capital methodology should be rej ected because the

Staff witness was unable to explain the basis for her selection of expense items and was generally

unable to explain the theory behind Staffs lead~lag study (Tr. 381 -413)

Staff contends that the Company's proposed cash worldng capital methodology was rejected

by the Commission in Arizona Water's last rate case and should be rejected again in this case

because it would result in an overstatement of the Company's cash working capital requirements

Staff claims its proposed cash working capital formula is taught in National Association of

Regulatory Utility Commissions ("NARUC") seminars and should be adopted in this case

26

27

Arizona Water and RUCO disagree only on the federal income tax expense associated with cash working
capital. RUCO asserts that such taxeshave a payment lag of 61 .95 days based on its assumption that income tax
expense is incurred at mc mid-point of the year. The Company claims that it actually incurs this expense on a monthly
basis, and thus contends that a payment lag of 2.52 days should be used. This issue is encompassed by the discussion
below of the overall dispute between the Company and Staff regarding cash working capital
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According to Staff, the Company's methodology improperly removes depreciation expense

2 and deferred income taxes from total expenses prior to subtracting total expenses from total

3 revenue. Staff contends that this rnediodology results in depreciation expense and deferred income

4 taxes (which are non-cash expenses) remaining in the Company's cash working capital calculation

5 Staff asserts that Arizona Water's methodology also improperly includes the revenue increase

6 associated taxes, and return on net invested capital needed to pay dividends on common stock

7 Staff claims that the Company's cash working capital proposal was rejected in the last rate case

8 because of the inclusion of these items (Decision No. 58120, at 10)

Staff also argues that, contrary to the Company's claims, Staffs cash working capital

10 formula properly includes interest expense. According to Staff, the Company collects cash used to

l l make interest payments prior to the interest due date and, during the time Arizona Water has

12 possession of these funds, they are a source of cost-tree cash that can be used by the Company until

13 making payments to creditors. Therefore, in accordance with the NARUC methodology, Staff

14 claims that its lead-lag study properly included interest expense. Accordingly, Staff recommends

15 that Arizona Water's cash worldng capital should be rejected and Staff' s lead-lag study adopted

16 In Decision No. 58120, the Commission rejected the Company's proposal to use the

17 formula approach to calculating its cash working capital requirement. The Commission specifically

18 directed Arizona Water to submit in its next rate proceeding a lead~lag study for purposes of

19 determining the appropriate level of cash worldng capital (Id. at 9). We indicated in the prior

20 Decision that the lead-lag method of determining cash working capital is generally more accurate

21 than the formula method and is the appropriate method for a utility the size of Arizona Water (Id.)

22 We also rejected in that Decision Arizona Water's proposal to include the rate increase and

23 associated taxes in the revenue lag computation. We stated that "[i]t is not customary to base a

24 lead~lag study on prospective revenues and the Company has offered no theoretical justification for

25 doing so in this case" (Id. at 10)

26 We agree with Staff that the Company's proposed cash working capital proposal is

27 inconsistent with our prior order for Arizona Water and would result in an overstatement of cash

28 working capital and thus the Company's rate base. As Staff points out, the Company calculates its
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cash working capital by subtracting total expense lag days from its total revenue lag days which

when divided by 365 days, results in the Company's proposed cash working capital requirement

We agree with Staff that the Company's method achieves a flawed result because it includes the

revenue increase and associated taxes, as well as the return on net invested capital needed to pay

5 dividends on common stock. Moreover, the Company's proposed method excludes interest

6 expense, which is a cash item available to the company for payments to creditors prior to the

7 interest due date. As indicated above, we specifically rejected Arizona Water's proposal in its last

8 case to include prospective revenues, such as the revenue increase and associated taxes, in the

9 calculation of cash working capital. We agree with Staff that the Company has replicated those

10 errors in the instant case and we, therefore, will adopt Staffs proposed cash working capital

1 l requirement calculation

12

1

2

3

4

D. Construction Work in Progress

Arizona Water asserts that its recuMng Construction Work in Progress.("CW1P") balance

14 should be included in the Company's rate base calculation to recognize that its CWIP investment in

15 numerous small projects is constantly turning over like materials and supplies expense. The

16 Company seeks inclusion in rate base of the Northern Group's $430,105 CWIP balance at the end

17 of the test year, which is substantially less than the 13-month averages of $1,324,180 and

18 $2,010,154 at December 2000 and June 2001, respectively

19 Staff argues that because it recommends including revenue neutral year 2000 plant additions

20 in rate base, inclusion of CWIP as of the end of the test year (December 3l,l999) would result in a

21 double counting of plant, thereby overstating rate base. Staff also contends that any CWIP

22 remaining after the year 2000 plant additions should also be excluded from rate base because CWIP

23 is not used and useful

24 We agree with Arizona Water that the Commission has discretion to include CWIP in rate

25 base pursuant to the Arizona Supreme Coult's decision in Arizona Community Action A55oc. v

26 Arizona Corporation Comm 'n, 123 Ariz. 228 (1979). In that case, the court held that the

27 Commission could properly include CWIP for plant not yet in service in determining fair value rate

28 base (Id. at 230). However, as Staff points out, the CWIP included in the Company's application
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reflects end of 1999 data that is already reflected in Staff's calculation of rate base for plant placed

in service through the end of year 2000. We reject Arizona Water's contention that CWIP should

be included in rate base in a manner similar to prepayments, materials, and supplies. Weagree with

Staff that the Company's proposal would result in a double counting of plant and we therefore deny

Arizona Water's proposal to include CWIP in rate base in this case

Plant Held For Future Use

In order to take advantage of an Arizona Department of Transportation ("ADOT") highway

8 improvement project, Arizona Water installed 80 feet of 12-inch steel casing across State Highway

9 260 in Lakeside by means of an open trench. The Company plans to utilize the new steel casing to

10 replace an existing water line in 2003 to serve a subdivision. Arizona Water claims that the

l l $17,912 cost of the project, compared to the approximately $40,000 cost if the open trench had not

12 been used, reflects a prudent decision by the Company that will result in savings to customers

14

15

16

17

We agree that the Company's decision to take advantage of the ADOT project was prudent

However, we disagree that the Company is entitled to recover the cost of placing the steel casing in

this proceeding since the plant is not used and useful at this time. After the project to the

subdivision is completed, the Company may seek inclusion in rate base. Until the plant is being

used for provision of utility service the costs are not includable in the Company's rate base

Summary of Rate Base Adjustments

Based on the foregoing discussion, we adopt an adjusted OCRB for the Northern Group of

20 $l6,494,859, as shown on Exhibit A. Arizona Water agreed to use the OCRB as the Fair Value

21 Rate Base for purposes of this proceeding. We therefore adopt $16,494,859 as the Fair Value Rate

22 Base for Arizona Water's Northern Group

23

24 The test period in this proceeding is the 12 months ended December 31, 1999. Arizona

25 Water, Staff, and RUC() have analyzed the Company's accounts for the test year and have

26 recommended adjustments to the actual operating results. Adjustments made by the Company that

27 have not been challenged by the other parties will not be discussed. The following contested issues

28 remain to be resolved

III. Operating Income
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Revenue Annualizations

3

4

5

6

All parties agreed that pro Ronna adjustments to actual test year revenues and expenses are

needed to account for additional customers added during the course of the test year, In its rebuttal

testimony, Arizona Water accepted Staff's pro forma adjustments to revenues and expenses based

on the recorded number of customers at the end of the test year instead of average customer growth

(Ex. A-4, at 41)

Non-Recurring Revenues From Construction Water Sales

Construction water is provided by installing a meter on a fire hydrant closest to the point of

9 construction usage. The arrangement allows the Company to satisfy a contractor's short~term, non

10 recuning water needs for a specific construction project. Company witness Kennedy testified that

11 because of the volatility of construction activity, as well as the unique needs of each project, the

12 Commission has consistently approved the exclusion of construction water sales in determining the

13 Company's revenue requirements (Ex. A-4, at 42). In this case, Arizona Water agreed to include

14 some construction water sales in the calculation of its test year revenues. However, the Company

15 disagrees with using the three~year average from 1997 through 1999 that is advocated by Staff and

16 RUCO. This three-year average produces revenues of more than $38,000 per year for the Northern

17 Group (Ex. A-4, at RJK-R14). The Company proposes using a revenue level of only $18,000 to

18 recognize what it claims is a downward trend in construction revenues. Mr. Kennedy claims that a

19 five-year projected growth average from 2001 through 2005 supports this downward trend (Ex. A

20 5, at 24)

21 We disagree with Arizona Water's recommendation to use a construction water revenue

22 l level of $18,000. Even a f`our~year average from 1997 through 2000 produces annual construction

23 revenues of more than $36,000 for the Northern Group (Ex. A-4, at RJK-R-14). We believe that

24 the Company's proposal underestimates these revenues. However, in recognition of the apparent

25 downward trend in such revenues, we will adopt a construction water revenue level of $30,000

26 The $30,000 construction water revenue approved herein will be allocated on a per system pro rata

27 basis, based on Staffs determination of test year water revenue

28
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Depreciation Expense

Arizona Water claims that since its inception in 1955 when it acquired the water operations

3 of Arizona Public Service Company, it has consistently computed annual depreciation expense and

4 maintained its accumulated depreciation balance using a single company-wide composite

5 depreciation rate (Ex. A-4, at 6-7). The Company opposes Staff's recommendation in this

6 proceeding that the Company should be required to compute and record depreciation on an account

7 by-account basis for each Northern Group system. Staffs recommendation is made pursuant to

8 A.A.C. R14-2-l02(B)(2), which states that "[a] separate reserve for each account or functional

9 account shall be maintained." Arizona Water contends that Staff's proposal would require its five

10 Northern Group systems to determine and record depreciation on an account-by-account basis

l l while its remaining 13 systems continue to use the composite depreciation rate

Arizona Water also asserts that the programming and accounting system changes needed to

13 implement account-by-account depreciation for a portion of the Company's system and plant would

14 take months to complete, would require approximately 250 new depreciation accounts for just the

15 f ive Northern Group systems, and would require the computation of  existing composite

16 accumulated depreciation reserves for each of the individual accounts (Ex. A~4, at 10). According

17 to the Company, its current composite rate of 2.59 percent is only 0.07 percent higher than the

18 composite rate that would be produced by Staffs recommendation in this case (2.52 percent)". The

19 Company argues that Staff has not offered a depreciation study in this case or any evidence

20 concerning the impacts of the proposed changes. Arizona Water claims that the negative impacts of

21 Staff's proposed changes outweigh the benefits that would be achieved from implementing the

22 changes. Accordingly, the Company requests a waiver from the requirements of A.A.C. R14-2

23 l 02(B)(2)

24 As Staff points out, individual component depreciation rates will more accurately reflect the

25 cost of individual assets over their useful lives. We believe that the long-term benefits that will be

26 achieved under Staffs recommendation outweigh the short-term burden on the Company in

27

See Exhibit A attached to Arizona Water's post-hearing brief
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creating new individual depreciation accounts. Indeed, these long-term benefits are the basis for

the requirement in our rules that public service corporations with revenues in excess of $250,000

shall be required to maintain separate accounts

However, pursuant to A.A.C. R14-2-l02(D), "the Commission may detennine that good

5 cause exists for granting a waiver from 1 or more of the requirements of this Section." Although

6 we agree with the premise of Staff's recommendation, given the small difference between the

7 current composite rate and the result of implementing the component structure, we will grant the

8 Company's requested waiver and adopt Arizona Water's proposed 2.59 percent composite

9 depreciation rate in this proceeding

10 Although we are granting the Company's requested waiver in this case, in order to give

l l effect tO the requirements set forth in our rules we believe it is appropriate for Arizona Water to

12 develop component depreciation rates for all 18 of its systems. Therefore, the Company should file

13 in its next rate case application, a schedule of component depreciation rates for all of its systems

14 This additional time will allow the Company to develop individual depreciation rates on a uniform

15 basis and eliminate the Company's concerns regarding inconsistencies in how depreciation is

16 recorded between its various systems

17

18 In January 2001, the Arizona Department of Revenue ("ADOR") announced that a new

19 formula would be instituted beginning in 2002 for determining the full cash value ("FCV") of water

20 and sewer utilities based solely on revenues. This methodology will replace a relatively complex

21 formula for calculating FCV that is currently used by ADOR. The Company agrees with Staff and

22 RUCO that the new FCV methodology should be used to adjust test year expenses (Ex. A-4, at 34)

23 However, Arizona Water disagrees with the calculations made by Staff and RUC() using the new

24 methodology

25 According to the Company, the new ADOR fionnula requires that the FCV be calculated

26 based on the average of the three previous years of gross revenues multiplied by two, plus CWIP

27 valued at i0 percent of its cost as of December 31 of the most recent calendar year, less the net

Propertv Tax Expense
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book cost of licensed vehicles.5 The Company claims that Staff erred in its calculation of property

taxes under the new ADOR formula by failing to include 10 percent of CWIP, by deducting the net

book value of licensed vehicles (which are leased), and by applying an erroneous composite

property tax rate that is one-half of the actual rate. The Company contends that RUCO also failed

to include the 10 percent CWIP balance and that RUCO used unadjusted revenues for calendar

years 1997 through 1999, resulting in property tax amounts that are incorrect

Staff argues that its methodology properly values the Company's property tax expense

8 under the new ADCR methodology. However, on brief Staff notes that an incorrect rate was used

9 on line 15 of Staff's schedule for each system (Ex. CSB-17). As corrected, Staff maintains that its

10 recommendation should be adopted by the Commission. Staff claims that the Company's

l l methodology contains several errors. Staff argues that the Company's CWIP balance should have

12 been taken at the end of the test year, rather than at the end of 2000, that the net book value of

13 vehicles should be deducted, whether they are purchased or leased, and that a 0.25 assessment ratio

14 should have been applied

15 We agree with the Company's property tax calculation methodology. With respect to

16 CWIP, we agree that the end of year 2000 balance is appropriate especially given Staff" s proposal

17 to include plant additions in rate base to December 31, 2000. The Company also explained that

18 because its vehicles are leased there is no net book value to deduct for such vehicles. As the

19 Company points out in its brief, it also appears that the Staff witness improperly assessed the value

20 of property by adding the assessed value for the "Primary Property Tax Calculation" to the

21 "Secondary Property Tax Calculation" thereby effectively doubling the assessed value of the

3

4

5

6

22 property. Based on the record evidence, we agree that Arizona Water's property tax expense

23 calculation should be adopted

24 E

Effective January l, 2001, the state corporate income tax rate was reduced to 6.968 percent

26 The Company agreed with Staff and RUCO that using this new tax rate is appropriate since it is

Income Tax Expense

The Company points out that it does not deduct the net book cost of licensed vehicles because it leases all of
its vehicles (the annual lease expense is included in test year operating expenses) (Ex. A-4, at 35; Ex. A-5, at 26)
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known and measurable, even though it became effective after the test year and the tiling date of the

application (Ex. A-4, at 40). The tax rate that became effective January 1, 2001 shall be used in

this case

Gross Revenue Conversion Factor

The Gross Revenue Conversion Factor ("GRCF") is a factor required under the

6 'Commission"s standard filing requirements that is computed by a utility applicant to convert an

7 operating income deficiency into the gross revenue that must be produced to equal the existing

8 operating income deficiency, after income taxes and bad debt expenses are subtracted. In this case

9 Arizona Water proposed a GRCF of 1.65026 (Ex. A-4, at 39-40)

10 Arizona Water claims that a single GRCF should be applied to its Northern Group systems

11 to reflect the fact that the Company is a single corporation that calculates and pays both federal and

12 state income taxes on a corporate level (Id. at 38-41 , Ex. A-5, at 26-28). The Company opposes the

13 proposal by Staff and RUCO to compute income taxes for each separate system because the

14 Systems are not separate taxable entities. Arizona Water also points out that the Commission

15 adopted a single GRCF in the Company's last rate case and there is no reason to deviate from that

16 prior decision (Decision No. 58120, at 19-20)

17 Staff argues that this case is distinguishable from the Company's last rate case because the

18 prior case involved all 18 of the Company's water systems. Staff claims that the Commission

19 consistently calculates income tax separately for individual systems within a company. In support

20 of its position, Staff cites to Commission orders for Citizens Utilities Company," Far West Water

21 Company,7 and Sedona Venture Company" as instances where the Commission has calculated

22 income taxes on an individual system basis

23 In Arizona Water's last rate order we agreed with the Company that "the methodology

24 followed by Arizona Water is appropriate and consistent with the traditional calculation of the gross

25 revenue conversion factor" (Decision No. 58120, at 20). We believe the cases cited by Staff are

26 easily distinguished. As the Company points out, unlike Arizona Water, seven of the eight Citizens

Decision No. 60172 (May 7, 1997) and Decision No. 58118 (December 12, 1992)
Decision NO. 62649 (June 13, 2000)
Decision No. 62425 (April 3, 2000) and Decision No. 57878 (June 3, 1992)
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companies are separate corporate entities. With respect to Far West, the application involved only

the company's water rates and the Commission's Order (Decision No. 62649) approved a

settlement agreement tiled by all parties. In the Sedona Venture case (Decision No. 62425), the

4 issue of separate corporate income taxes was never raised. In the instant case, we do not believe

5 that there is any compelling reason to depart from the conclusion reached in Arizona Water's prior

6 rate case. Accordingly, we will adopt the Company's proposed GRCF of 1.65026

G.

Staff witness Scott proposed a level of water testing expense for the Northern Group of

9 $72,065 (Ex. S-1, at 4). On rebuttal, the Company accepted Staff's recommendation (Garfield

10 Rebuttal Ex. A-3, at 3)

l l The parties disagree, however, on the treatment of the Monitoring Assistance Program

12 ("MAP") surcharge that was authorized by the Commission in Decision No. 62141 (December 14

13 1999). The MAP program was created by the Legislature in 1998 to assist smaller water systems

14 with costs related to water quality monitoring, testing, and reporting. Company witness Garfield

15 explained that ADEQ requires all water systems serving less than 10,000 customers to participate in

16 the program, under which ADEQ performs water quality monitoring arid reporting and bills

17 companies on a per meter basis depending on meter size. The Company does not participate in the

18 program for its Sedona system, which has more than 10,000 customers, but is required to

19 participate in MAP for all of its other systems in the Northern Group

20 We believe that it is reasonable for the Company to continue to collect the previously

21 authorized MAP surcharge. As proposed by the Company, the surcharge amount would be reset to

22 zero based on the water testing expenses recognized in the new rates determined in this case. The

23 surcharge mechanism would allow the recovery or refund of annual water testing expenses imposed

24 under the MAP to the extent they vary from the expenses recognized in this case. However

25 because Staff"s proposed water testing expense of $72,065 includes 2001 MAP costs (Tr. 105), the

26 adjusted water testing amount shall be reduced to $29,394 to remove 2001 MAP costs totaling

27 $42,671 in order to avoid double recovery of testing expenses. Adoption of this mechanism will

28 ensure that the Company does not over or under-recover these water testing expenses

Water Testing Costs and Monitoring Assistance Program Surcharge
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Rate Case Expense

Arizona Water has requested recovery in this case of $216,982 for rate case expense. The

3 Company claims that this amount is based on its actual expenses incurred in connection with this

4 proceeding (Ex. A-4, at 44-45, Ex. A-5, at 29). RUCO does not oppose the Company's claimed

5 rate case expense. However, Staff recommends that rate case expense be reduced to $100,000 and

6 amortized over three years (Brown Direct Ex. S-l, at 22). Staff claims that this lower amount is

7 reasonable because the Company has internal expertise in rate cases and the proposed amount is

8 comparable to the amount allowed for other similar companies (Brown Surrebuttal Ex. S-3, at 17

9 18)

10 We agree with the Company that its proposed rate case expense of $216,982 is reasonable

11 given the complexity of this proceeding. The filing in this case was complicated by the fact that

12 Arizona Water's Northern Group consists of five separate water systems. Staff cites to the 1999

13 Far West case (Decision No. 62649) as an example of a comparable case where rate case expense

14 was limited to $120,000. However, Staff fails to recognize that Far West's actual rate case expense

15 in that case was approximately $215,000, but the amount was reduced to $120,000 pursuant to a

16 settlement agreement adopted by the Commission (Ex. A-5, at 29-31). The other companies used

17 by Staff as analogous involved smaller companies with less complicated facts and circumstances

18 The Company's $216,982 rate case expense will be amortized over three years

19

20 Consistent with the foregoing discussion, Arizona Water's Northern Group adjusted test

21 year operating income, by system and in total, is 81,014,365, as shown on Exhibit B

22 iv. RATE OF RETURN

Cost of Capital analyses were presented in this case by the Company, Staff, and RUCO for

24 purposes of determining a fair value rate of return for purposes of this proceeding. Arizona Water's

25 witness Kennedy determined an overall cost of capital of 11.38 percent for the Company. As a

26 result of the analysis of Staff witness Reeker, Staff concluded that an overall rate of return of 9.64

27 percent is reasonable. RUCO presented testimony by William Rigsby who advocates an overall

28 cost of capital of9.56 percent

Statement of Operating Income
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Capital Structure and Cost of Debt

There is little disagreement among the parties regarding Arizona Water's capital structure

3 and cost of debt. Both Staff and RUCO agree that the Company's overall capital structure and

4 weighted cost of capital should be used to ascertain the appropriate rate of return on the Company's

5 original cost rate base. The parties also agree that the capital structure employed in this case should

6 reflect the Company's issuance earlier this year of Series K general mortgage bonds, which were

7 used to pay down debt that existed at the end of the 1999 test year (See, Reiker Direct Ex. S-1, at 3

8 5, Rigsby Direct R-3, at 40-41). As set forth in Staff witness Reiker's testimony, Arizona Water's

9 capital structure is 34.67 percent long-tenn debt and 65.33 percent common equity. The

10 Company's cost of debt is 8.48 percent based on Mr. Reiter's adjustments for the Series K bonds

l l including $20,000 in issuance costs (Reiker Direct Ex. S-l, at 3-6)

12 Cost of Common Equitv

Although the cost of debt and preferred stock can be determined from fixed cost rates, the

14 cost assigned to the equity component of the capital structure can only be estimated, The cost of

15 equity estimates presented by the parties are 12.9 percent by Arizona Water, 10.25 percent by Staff

16 and 10.03 percent by RUCO

17 In determining its proposed cost rate for common equity, the Company performed a

18 discounted cash flow ("DCF") analysis for a sample group of four large, publicly traded water

19 utilities. The Company claims that these four water utilities, which are substantially larger than

20 Arizona Water, have current cost of equity ranges from 11.4 to 11.6 percent. Company witness Dr

21 Zepp performed a similar analysis using a DCF model for a sample group of publicly traded electric

22 utilities. His analysis produced current cost of equity rates of 11.5 to 12.4 percent for these electric

23 companies, The third analysis perfonned by the Company was a risk premium estimate of the

24 current cost of equity for large publicly traded water utilities, including an estimate using the capital

25 asset pricing model ("CAPM"). The CAPM estimates produced a range of 10.9 to 12.0 percent

Company witness Dr, Zepp testified that Arizona Water faces greater risk than these sample

27 companies which warrants a higher cost of equity for the Company. He added 100 to 150 basis

28 points to the cost of equity estimates of the larger utilities to account for this increased risk
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1

2

According to the Company, the increased risks associated with investing in Arizona Water are due

to compliance costs for anticipated regulatory reductions in maximum arsenic levels, the

Company's smaller size relative to the sample group of utilities, and the associated limited access to

capital markets. Arizona Water asserts that the evidence supports adoption of its proposed 12.9

5 percent cost of equity

Staff witness Reiker conducted analyses based on both the DCF and CAPM models. His

7 DCF analysis is based on estimates of 4 publicly traded water companies. The average DCF cost

8 estimates for these companies is 9.52 percent. Mr. Reeker also conducted CAPM estimates for

9 these companies which resulted in an average of 10.96 percent. The average of the DCF and

10 CAPM estimates is 10.24 percent (Reeker Direct Ex. S~1, at 16-20). In addition, Mr. Reiker

l l performed DCF and CAPM analyses for a sample of publicly traded electric companies. The DCF

12 average for these companies is 10.03 percent and the CAPM average is 11.06 percent. The

13 midpoint of the DCF and CAPM results is 10.54 percent (Id. at 21)

Based on the totality of his studies, Mr. Reeker proposes a cost of equity of 10.25 percent for

15 Arizona Water. According to Mr, Reiker, his recommendation is at the lower end of the

16 consolidated water and electric company results because the average capital structure of the

17 companies included in his analysis contain more debt and less equity than Arizona Water's capital

18 structure. Accordingly, Staff concluded that the comparable companies used in the analysis had

19 higher risk than Arizona Water. Staff asserts that the evidence supports its 10.25 percent cost of

20 equity proposal

21 RUCO relied upon the DCF method using sample companies that RUCO claims are

22 comparable in risk to Arizona Water (Ex. R-3, at 6-22). RUCO's cost of equity analysis does not

23 include a risk premium. RUCO also contends that its analysis takes into account the current

24 environment of falling interest rates. RUCO argues that its 10.03 cost of equity recommendation is

25 supported by the evidence of record

26 In determining the appropriate cost to be assigned to the equity component of the capital

27 structure, we believe Staffs analysis and recommendation fairly captures a reasonable cost of

28 equity for Arizona Water. We do not agree with the Company's proposal to assign a risk premium

3

4
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1 to Arizona Water based on its size relative to other publicly traded water utilities and due to the

2 United States Environmental Protection Agency's ("EPA") proposed revision of the arsenic

3 drinking water standards. As Staff and RUCO point out, Arizona Water's capital structure is

4 composed of a higher percentage of equity and less debt than many of the other publicly traded

5 water companies analyzed. With respect to the EPA's standards, we note that all water companies

6 will be affected by the new rules and we do not believe that the arsenic standards should be used to

7 attach a higher level of risk to Arizona Water. We agree that Staffs analysis properly reflects a

8 reasonable return on equity for Arizona Water and we wi l l  adopt Staf f 's 10.25 percent

9 recommendation

10 C Cost of Capital Summarv

12

Percentage

34.67%

65.33% 10.25%

Weighted Cost

2.94%

6.70%

9.64%14

Long-Term Debt

Common Equity

Cost of Capital

AUTHORIZED INCREASE

Multiplying the Northern Group's fair value rate base by the fair value rate of return

17 produces a required operating income of $1,589,486 on a total company basis. This is $575,121

18 more than the adjusted test year income under existing rates. The required increase in gross annual

19 revenues for the Northern Group is $949,098 ($575,121 x 1.65026 GRCF), or 16.02 percent, as

20 shown on Exhibit C

21 VI. RATE DESIGN

22 Rate Consolidation

Arizona Water currently has five sets of rate schedules in the Northern Group for each of

24 the Lakeside, Overgaard, Sedona, Rimrock, and Pinewood systems. The Company proposes in this

25 case to use a single set of tariffs and rates for the Lakeside Division (Lakeside and Overgaard) and

26 a separate single set of tariffs and rates for the Sedona Division (Sedona, Pinewood, and Rimrock)

Arizona Water claims that its consolidation proposal will result in a number of benefits

28 The Company contends that consolidation will result in a larger rate base over which to spread
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1 costs of providing service, thereby minimizing rate increases and reducing cost of capital; The

2 Company assets that the Commission has accepted rate consolidation for the gas, electric, and

3 telephone industries, as well as for at least two regulated water companies. Arizona Water claims

4 that its proposal is a gradual step and the smallest step towards consolidation that it can take given

5 its organizational structure. According to the Company, its rate consolidation proposal matches the

6 functional consolidation in metering services, billing, collecting, management and customer service

7 that already exists between the five individual systems in the Northern Group. The Company

8 contends that the benefits of consolidation will be realized in the future and cannot presently be

9 quantified

10 Staff and RUCO oppose the Company's rate consolidation proposal. Staff points out that

l l the CoMpany did not present any evidence that cost reductions would result from consolidation

12 According to Staff, unless the cost of service is nearly identical for all systems on a consolidated

13 rate, one or more systems will subsidize the others thereby shifting costs and promoting growth in

14 high cost areas

15 RUCO argues that the Company's recommendation will result in cross-subsidization

16 between customers of the individual systems, creating inequities between customer groups. As an

17 example of this inequity, RUCO points out that the Sedona customers would experience a 53.5

18 percent increase while Pinewood customers would see only a 7.6 percent increase under the

19 Company's proposed rates (Ex. A-2, Sched. A-l, at 2), RUCO asserts that the concept of

20 "gradualism" would be violated by adoption of Arizona Water's proposal because customers in

21 certain systems would experience "rate shock" by having to immediately subsidize a significant

22 portion of the revenue requirements currently borne by other systems. RUCO cites to the

23 Commission's Southwest Gas Company Order in Decision No. 57075 (August 31, 1990) to support

24 its arguments. In Southwest Gas, the Commission denied the company's request for rate

25 consolidation on the basis that it would result in a significant shift in revenue responsibility within

26 customer classes. The Commission noted that such a drastic shift in revenue responsibility would

27 violate the principle of gradualism (Id. at 74-75). RUCO requests that the Commission reject

28 Arizona Water's proposal in this case on the same basis
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2

3

4

5

6

7

8

10

11

12

13

14

In Arizona Water's last rate case (Decision No. 58120), we agreed with the Company's

recommendation to develop a "three-group concept" for processing future rate applications. Under

this approach, Arizona Water's operations were to be divided into the Apache Junction, Casa

Grande, and Sedona groups, and future rate applications could be tiled separately for any one of the

three groups. The Commission indicated that this approach would be accepted "as an efficiency

measure" but "the rate application must preserve the individuality of the data and rates for each

company within the group" (Decision No. 58120 at 33~34). We stated clearly that the three-group

concept was "not a path toward rate consolidation of the distinct companies widiin the group"(Id.)

In Southwest Gas, and more recently in Midvale Telephone Company,Decision No. 64011

(September 5, 2001), we rejected rate consolidation proposals on the basis that certain customers

would experience rate shock due to significant shifts in revenue responsibility. We have the same

concerns in this case. Although Arizona Water filed this application on behalf of its Northern

Group, a variation on the three-group concept discussed in the Company's prior case, its proposal

to consolidate the rates for individual systems is contrary to the conclusion we reached in Decision

15 No. 58120. Arizona Water has not produced evidence of any cost savings associated with its

16

17

18

19

20

21

22

.proposal, nor has the Company presented any cost of service studies to support the revenue

responsibility shifts that it advocates. Rather, the Company's sole basis for adoption of the

Company's consolidation plan appears to be for internal administrative efficiency. We do not

believe that Arizona Water has justified the need for its consolidation proposal, especially given the

rate shock that would be experienced by customers in certain of the Company's systems. However

as discussed below, we will consider Arizona Water's rate consolidation proposal in the context of

the parties' ongoing discussions regarding recovery of arsenic MCL capital costs

23 Inverted Tier Commoditv Rates

24

25

26

27

28

Under Arizona Water's current rate structure, customer classes and the monthly minimum

charges are determined by meter size. The monthly minimum for all customer classes includes

1,000 gallons with a single commodity rate applied to all usage. Under the Company's proposed

rate structure, customer classes and monthly minimums would continue to vary by meter size, and

one commodity rate would apply to all usage. The only difference from the current structure is that
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minimum.

1 the monthly minimum charge would not include any gallonage

Staff  proposed in this case to introduce inverted tier commodity rates whereby the

3 commodity rate would increase through three tiers of rates as usage increases. Staff would vary the

4 monthly minimum charge by meter size and would include no gallons within the monthly

5 Staff witness Brown testif ied that Staffs proposed rate design is consistent with

6 Arizona water management goals because it encourages conservation by shifting a greater portion

7 Of revenue generated by consumption from non-discretionary to discretionary use (Brown Direct

8 Ex. S-1, at 26-27). However, on cross-examination Ms. Brown conceded that Staff does not have

9 any evidence that inverted tier rates impact customer usage or reduce consumption (Tr. 347-348)

10 According to the Company, Staffs recommendation is not supported by a cost of service

l l study Dr any analysis of the impact of Staff's rate proposal. Arizona Water opposes Staff's

12 proposed rate design based on the Company's claim that the proposal may be harmful to the

13 Company and its customers. The Company contends that if inverted tier rates reduce consumption

14 revenues from water sales will also be reduced, creating revenue erosion and instability. Arizona

15 [Water argues that Staff has not provided sufficient justification for implementing such a radical

16 change in the Company's rate design

17 We agree with the Company that the rationale provided by Staff does not support Staft"s

18 recommended rate structure in this proceeding. On the one hand, Staff supported its inverted tier

19 structure on the basis of conservation. However, Staff later admitted, and argues on brief, that it

20 has no evidence that usage is actually affected by its proposed structure because water is an

21 inelastic commodity. Therefore, Staff argues that the inelasticity of demand for water will provide

22 the Company with some certainty of rate stability. Although we agree that an inverted tier structure

23 may be appropriate in some circumstances, we do not believe that Staff has adequately supported

24 its position in this case. Therefore, we will reject Staffs inverted tier rate structure

25

26 The Company proposes to maintain its existing rate design which was approved in its prior

27 rate case and is based on a cost of service study, Arizona Water opposes Staff's and RUCO's

28 recommendation to reduce the monthly minimum charges because, according to the Company, such

Monthly Minimum Charge Reductions
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1 a proposal would shift the recovery of a greater amount of revenues onto the commodity rate. The

2 Company asserts that the proposal would result in greater revenue fluctuation and instability

Company witness Kennedy explained that once a minimum is established for the smallest

4 meter (5/8" x %"), the minimum is multiplied by a factor appropriate for each larger size meter

5 This formula was approved in the last rate case as part of the Company's cost of service study

6 (Kennedy Rebuttal Ex. A-4, at 51). We agree with Arizona Water that, absent some justification

7 from Staff or RUCO, the existing monthly minimum charges, which rely on "meter multiples

8 should be maintained. Accordingly, the Company's rate design for monthly minimum charges

9 shall be adopted

10 VII. OTHER ISSUES

Compliance with Arsenic Standards

On August 29, 2001, Arizona Water filed a motion requesting that a separate phase of this

13 docket be initiated for the purpose of developing an appropriate methodology for recovery of costs

14 associated with compliance with a new maximum contaminant level ("MCL") for arsenic

15 promulgated by the EPA. Staff and RUCO agreed that it was appropriate to bifurcate the new

16 arsenic MCL issue from the Company's other rate case issues to allow the parties additional time to

17 discuss and develop a procedure for recovery of costs of compliance with the arsenic MCL

18 By Procedural Order issued October 12, 2001, Arizona Water's motion was granted. The

19 parties were directed to meet by November 16, 2001 to discuss the arsenic MCL issue and to file

20 joint reports by November 30, 2001 and January 30, 2002 indicating the progress of the parties in

21 developing a cost recovery mechanism

22 The first Joint Report was filed on November 30, 2001. The Joint Report states that the

23 EPA's new arsenic MCL of 10 parts per billion would require capital costs of over $4 million for

24 the Sedona Division alone. At the parties' meeting on November 16, 2001, Arizona Water

25 presented a proposed procedure for recovery of the additional capital costs needed for compliance

26 The Joint Report also indicated that a Special Open Meeting was tentatively scheduled for

27 December 14, 2001 for the purpose of allowing the Commissioners to discuss possible methods and

28 approaches to deal with arsenic MCL issues on an industry-wide basis. The parties to this
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3

4

1 proceeding indicated in the Joint Report that they will continue to meet and discuss this issue

In order to accommodate the parties'  request to try to develop a solution for  recovery of

arsenic MCL capital costs and to address the issue of rate consolidation, we will keep this docket

open for an additional 180 days. As directed in the prior Procedural Order, the parties should tile

additional Joint Report by January 30, 2002 indicating their progress in developing a solution to

this issue6

7

Having considered the entire record herein and being fully advised in the premises, the

9 Commission finds. concludes, and orders that

10 FINDINGS OF FACT

Arizona Water is an Arizona corporation engaged in the business of providing water

12 utility service to the public in portions of Arizona pursuant to authority granted by the Commission

On November 22. 2000, Arizona Water filed with the Commission an application for

14 a permanent increase in water rates for its Northern Group, consisting of its Sedona, Pinewood

15 Rimrock, Lakeside, and Overgaard systems

16 By Procedural Order dated January 23, 2001, the hearing in this matter was

17 scheduled to commence on September 5, 2001

18 4

19 during March 2001

5 The hear ing commenced as scheduled on  September  5,  2001 and concluded on

Arizona Water provided notice of the hearing to its customers through bill inserts

20

21 September 7, 2001

22 6 Based on the adjusted test year data, as detennined herein, the operating income

23 under existing rates for the Northern Group is $1,014,365

Based on the adjusted test year data, as determined herein, the fair value rate base

25 for the Northern Group is $16,494,858

26 8 A fair and reasonable rate of return on fair value rate base is 9.64 percent

27 9 The revenue increase proposed by Arizona Water would produce an excessive return

28 on fair value rate base
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10.

2 $949,098

The authorized increase in gross annual revenues for the Northern Group is

3 l l . Based upon the record evidence and the magnitude of. the revenue increase that

4 would otherwise be imposed on certain of the Arizona Water's systems, the Company's proposed

5 rate consolidation is rejected at this time. The Company's rate consolidation proposal will be

6 considered in the context of the parties' ongoing discussions regarding recovery of arsenic MCL

7 capital costs

8 12. Staffs proposed inverted tier rate structure and reductions to the monthly minimum

9 charges are not supported by the evidence of record and shall be rejected

10 13. The rates and charges for each system, as attached hereto in Exhibit D and

l l incorporated by reference herein, are reasonable

12 CONCLUSIONS OF LAW

Arizona Water is a public service corporation within the meaning of Article XV of the

14 Arizona Constitution and A.R.S. §§40-250 and 40-25 l

15 2 The Commission has jurisdiction over the Company and of the subject matter of the

16 | Application

17 3

4

Notice of the Application was provided in the manner prescribed by law

The rates and charges for each system, as attached hereto in Exhibit D and

incorporated by reference herein, are reasonable and should be approved
19

20

22

24

26

IT IS THEREFORE ORDERED that Arizona Water Company is hereby directed to tile with

the Commission on or before December 31, 2001 revised schedules of rates and charges consistent

with Exhibit D and the discussion herein

IT IS FURTHER ORDERED that the revised schedules of rates and charges shall be effective

for all sen/ice rendered on and alter January l, 2002

IT IS FURTHER ORDERED that Arizona Water Company shall notify its affected customers

of the revised schedules of rates and charges authorized herein by means of an insert in its next

regularly scheduled billing, in a form acceptable to Staff.
28
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IT IS FURTHER ORDERED that this docket shall remain open for a period of 180 days for

2 , the purpose of discussing and developing a solution for the recovery of arsenic MCL capital costs and

3 to address the issue of rate consolidation

IT IS FURTHER ORDERED that this Decision shall become effective immediately

BY ORDER OF THE ARIZONA COKPORAT,ION COMMISSION

8

9

10

12

14

16

18

19

20

22
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Arizona W=1ter Company

Dr**ket No. W-01445A-00-0962
Test Year Ended December 31, 1999

EXHIBIT D
RATE DESIGN

Lakeside Overgaard Sedona Pinewood Rim rock

Monthly Usage Charge
5/8" x 3/4" Meter

l " Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter

10" Meter

s 17.81

s 44.53

S 131.79

s 219.60

s 38024

s 789.17

s 1.056.32

s 1.485.54

s 46.00

s 136. 16

s 126.88

s 392.84

s 815.30

s 1,091.31

s 1,534.75

s
s
s
s
s
s
s
s

15.70
33.28
97. 18

1.74,58
309.92
59 l .42
826.92
350.5 l

s 19,86

s 42. 10

s 122.93

s 220.84

s 392.03

S 748. 12

S 1.046.02

S L70886

18 16.10

s 34.13

S 99.66

s 179.03

S 317.81

s 606.48

5 847.98

s 1 384.92

Zero géllans included in all minimum charges

Commodity Rates
Per 1,000 Gallons (in Excess of Minimum) s 4.30 s 4.45 s 3.69 s 2.50

Coin MachineService

Per 123 Gallons

Service Line and Meter Installation Charge

5/8" x 3/4" Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter

(a) No charge for 5/8" and l" if on existing pipelines. Fuli cost for 5/8" and 1" if
fen new pipelines

(b) Full cost for 2"and larger iron existing or new pipelines

s 16.00

s 16.00

Service Charges (Lakeside, Overgaard, Sedona, Pinewood, and Rimrock)

Establishment

Guarantee Deposit

Reconnection for Delinquency (per disconnection)
Re-establishement
Service Cali Out (After Regular Working Hours Only)
Returned Check Charge
Meter Re~r<-:ad (After Regular Working Hours Only)

Meter Test

Late Charge

s

s

s

S

35.00
25.00
35.00
20.00

(c) Per Commission Rule A.A.C. R14-2-403B
(d) Eight (8) times the customer's monthly minimum charge

or payment of the minimums since disconnection, whichever is less
(e) 1.5 percent after 15 days

DEClS\ON NO
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EXECUTIVE SUMMARY
RIO RICO UTILITIES. INC.. INC
DOCKET NO. WS-02676A-09-0257

Rio Rico Utilities, Inc. ("Rio Rico" or "Company") is a public service corporation
certificated to provide water and wastewater utility service. Rio Rico provides service to
approximately 4,000 water-only customers and 2,000 combined water and wastewater customers
in Santa Cruz County, Arizona

On May 21, 2009, Rio Rico filed an application for a permanent rate increase for both its
water and wastewater systems. For its water division, the Company states that it incurred an
adjusted test year operating loss of $214,606 resulting in a negative 2.54 percentrate of return
For its wastewater division, the Company reports a test year operating income of $490,676, for a
13.96 percent rate of return

For its water division, Rio Rico proposes a $2,057,112, or 111.36 percent, revenue
increase from $1,847,256 to $3,904,368 The proposed revenue increase would produce an
operating income of $1,048,484 for a 12.40 percent rate of return on an original cost rate base of
$8,455,517. The Company's proposed rates would increase the typical residential bill by $22.22
or 111.45 percent, from $19.94 to $42.17

For the water division, Staff recommends a $l,052,240, or 56.96 percent, revenue
increase from $1,847,256 to $2,899,496 Staffs proposed revenue increase would produce an
operating income of $610,795 for a 9.20 percent rate of return on an original cost rate base of
$6,639,072. The impact of Staff' s recommended rates on the typical residential bill will be
discussed in subsequent rate desi testimony

For its wastewater division, Rio Rico proposes a $89,06l, or 4.87 percent, revenue
decrease from $1,829,976 to $1,740,915 The proposed revenue decrease would produce an
operating income of $435,994 for a 12.40 percent rate of return on an original cost rate base of
333,516,078 The Company's proposed rates would decrease the typical residential bill by $2.71
or 4.80 percent, from $56.36 to $53.65

For the wastewater division, Staff recommends a $364>301 or 19.91 percent, revenue
decrease tram $1,829,976 to $l>465,673. Staffs proposed revenue decrease would produce an
operating income of $280,746 for a 9.20 percent rate of returnen an original cost rate base of
$2,994,399 The impact of Staff" s recommended rates on the typical residential bill will be
discussed in subsequent rate design testimony
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1 INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is Gerald Becker. I am a Public Utilities Analyst V employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff')

My business address is 1200 West Washington Street, Phoenix, Arizona 85007

7 Q- Briefly describe your responsibilities as a Public Utilities Analyst V

I am responsible for the examination and verification of financial and statistical

9 information included in utility rate applications.

10

In addition, I develop revenue

requirements, prepare written reports, testimonies, and schedules that include Staff

recommendations to the Commission. I am also responsible for testifying at fontal

hearings on these matters

14 Q Please describe your educational background and professional experience

I received a Masters of Business Administration with an emphasis in Accounting from

Pace University. I am a Certified Public Accountant and a Certified Internal Auditor

I have participated in multiple rate, financing arid other regulatory proceedings. I attended

the National Association of Regulatory Utility Commissioners ("NARUC") Utilities Rate

School

I began employment with the Commission as a utilities regulatory analyst in April 2006

Prior to joining the Commission, I worked as an Auditor at the Department of Economic

Security and Department of Revenue in the Taxpayer Assistance Section. Prior to those

jobs, I worked for 15 years as an Auditor, Analyst, Financial Analyst, and Budget

Manager at United Illuminating, an investor owned electric company in New Haven, CT
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1 Q What is the scope of your testimony in this case

I am presenting Staffs analysis and recommendations in the areas of rate base and revenue

requirement, Staffs analysis of operating revenues and expenses regarding Rio Rico

Utilities, Inc. ("Rio Rico" or "Company") application for a permanent rate increase. At a

later date, I will also present Staffs recommendations regarding the Company's rate

design

8 Q What is the basis of your recommendations

I performed a regulatory audit of Rio Rico's application to determine whether sufficient

relevant, and reliable evidence exists to support the Company's requested rate increase

The regulatory audit consisted of examining and testing the financial information

accounting records, and other supporting documentation and verifying that the accounting

principles applied were in accordance with the Commission-adopted NARUC Uniform

System of Accounts ("USOA")

16 BACKGROUND

17 Q Please review the background of this application

Rio Rico is a public service corporation certificated to provide water and wastewater

utility service. Ric Rico provides service to approximately 4,000 water-only customers

and 2,000 combined water and wastewater customers in Santa Cruz County, Arizona

In December 2005, Rio Rico became a wholly-owned subsidiary of Algonquin Water

Resources. Algonquin Water Resources is Rio Rico's only shareholder. Algonquin Water

Resources is a wholly-owned subsidiary of Algonquin Power Income Fund* (Algonquin

Algonquin Power Income Fund is an investment trust that owns or has interests in 71 companies in the United
States and Canada, including 41 hydroelectric facilities, 5 natural gas cogeneration facilities, and 15 water and sewer
facilities
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Water Resources and Algonquin Power Income Fund are collectively referred to as

Al gonquin' ')

In addition to Rio Rico, Algonquin owns seven other companies located in Arizona

Litchfield Park Service Company, Gold Canyon Sewer Company, Black Mountain Sewer

Corporation, Entrada Del Oro Sewer Company, Northern Sunrise Water Company, Inc

Southern Sunrise Water Company, Inc., and Bella Vista Water Company. Algonquin has

a contract to manage and operate Rio Rico. Algonquin also owns and/or operates utility

systems in Illinois and Texas

11 Q What are the primary reasons for the Company's requested permanent rate

increase

According to the Company, the primary reasons for the requested increase of water rates

are to recover increased operating expenses and to earn its authorized rate of return on its

rate base, which has increased significantly since the last rate case

17 CONSUMER SERVICE

18 Q Please provide a brief history of customer complaints received by the Commission

regarding Rio Rico

A review of the Commission's Consumer Services database revealed the following for Rio

2006: four complaints .- one billing, three new service, ten inquiries
service, one rates/tariffs, three construction, zero opinions

five billing, one new

2007: two complaints - billing, six inquiries - two billing, one quality of service, one
rates/tariffs, two other, and one opinion ... rates/tariffs
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2008: nine complaints - three billing, two deposits, two new service, one quality of
service, one disconnect/terminations, eight inquiries - two billing, two new service, one
disconnect/terminations, onerates/tariffs, two construction, and zero opinions

2009: eight complaints - five billing, one deposits, one new service, one service; five
inquiries - one billing, two deposits, one disconnect/terminations, one miscellaneous, zero
opinions

A11 complaints have been resolved and closed

11 COMPLIANCE

12 Q Please provide a summary of the compliance status of RioRico

A check of the ACC's Compliance Database indicates that there are currently no

delinquencies for Rio Rico

16 SUMMARY OF PROPOSED REVENUES

17 Q Please summarize the Company's filing

20

For its water division, Rio Rico proposes a $2,057,112, or 111.36 percent, revenue

increase from $1,847,256 to $3,904,368 The proposed revenue increase would produce

an operating income of $1,048,484 for a 12.40 percent rate of return on an original cost

rate base of $8,455,517. The Company's proposed rates would increase the typical

residential bill by $22.22, or 111.45 percent, from $19.94 to $42.17

For its wastewater division, Rio Rico proposes a $89,061, or 4.87 percent, revenue

decrease from $1,829,976 to $l,740,915. The proposed revenue decrease would produce

an operating income of $435,994 for a 12.40 percent rate of return on an original cost rate

base of $3,516,078. The Company's proposed rates would decrease the typical residential

bill by $2.71, or 4.80 percent, from $56.36 to $53.65
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1 Q Please summarize Staff's recommended revenue

For the water division, Staff recommends a $l,052,240, or 56.96 percent, revenue increase

from $1,847,256 to $2,899,496 Staffs proposed revenue increase would produce an

operating income of $610,795 for a 9.20 percent rate of return on an original cost rate base

of $6,639,072 The impact of Staffs recommended rates on the typical residential bill

will be discussed in subsequent rate design testimony

For the wastewater division, Staff recommends a $364,301 or l9;91 percent, revenue

decrease from $1,829,976 to $1,465,673 Staffs proposed revenue decrease would

produce an operating income of $280,746 for a 9.20 percent rate of return on an original

cost rate base of $2,994,399 The impact of Staff' s recommended rates on the typical

residential bill will be discussed in subsequent rate design testimony

14 Q- What test year didRio Rico use in this filing

Rio Rico's rate filing is based on the twelve months ended December 31, 2008 ("test

year")

18 Q Please summarize the rate base and operating income recommendations and

adjustments addressed in your testimony for Rio Rico

My testimony addresses the following issues

Water Division

Plant in Sen/ice .- This adjustment has no net effect on Plant in Service but reclassifies

plant between accounts to accommodate application of the correct depreciation rates
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Contributions in Aid of Construction ("CIAC") - This adjustment increases CIAC by

$1,087,409 from $20,188,921 to $21,276,330 to reflect additions to CIAC not recorded in

2006 and 2008

Accumulated Deferred Income Taxes ("ADIT") -- This adjustment reduces the ADIT debit

(receivable) balance by $680,314 from $778,203 to $97,889 based on Staffs review of the

Company's supporting documentation

Advances in Aid of Construction ("AIAC").-- This adjustment increases the AIAC balance

by $48,724 from $73,648 to $122,372. This adjustment restates the account balance to

agree with the supporting records for this account

Purchased Power Expense - This adjustment reduces the Purchased Power amount by

$48,005 from $441,501 to $393,496 for amounts that should have been charged to the

wastewater division. A complementary adjustment is posted to increase the Purchased

Power expense in the wastewater division

Depreciation Expense ...- This adjustment increases operating expenses by $891 from

$463,297 to $464,188 to reflect application of Staffs recommended depreciation rates by

account to Staff" s recommended account balances

Regulatory Commission Expense - This adjustment decreases expenses by $17,564 from

$17,564 to $0 to remove non-ongoing costs that are in excess of the estimated cost of the

current proceeding
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Property Tax Expense - This adjustment decreases operating expense by $42,163 from

$130,373 to $88,210 to reflect application of the revenue dependent modified Arizona

Department of Revenue method normally adopted by the Commission

Income Tax Expense -.- This adjustment increases operating expenses by $126,374 from

negative $134,909 to $8,535 to reflect the statutory income tax obligation on Staffs

adjusted test year taxable income

Outside Services and Outside Services-Other This adjustment removes $27,820 and

$l7,190, respectively, for a total Of $45,010 for Arizona Corporation Commission

assessments collected by the Company. Staff recommends "pass-through" treatment of

these assessments as opposed to recovery as operating expenses

Outside Services-Other This adjustment decreases operating expenses by $14,477 for

expenses that were incurred outside of the test year

Foreign Exchange Adjustment - This adjustment decreases operating expenses by

removing $46,692 to revalue cost allocations from Canada by reflecting the relative

strength of the US dollar versus the Canadian dollar

Corporate Expense Allocations - This adjustment decreases test year operating expenses

by $95,704 for amounts incurred but not considered to benefit captive customers of the

Rio Rico system
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Wastewater Division

Advances in Aid of Construction ("AIAC")...- This adjustment increases the AIAC balance

by $238,782 from negative $861 to $237,921. This adjustment restates the account

balance to be in agreement with the supporting records for this account

Accumulated Deferred Income Taxes ("ADIT")- This adjustment reduces the ADIT debit

(receivable) balance by $282,897 from $323,602 to $40,705 based on Staffs review of the

Company's supporting documentation

Purchased Power Expense - This adjustment increases the Purchased Power amount by

$48,005 from $17,426 to $65,431 for amounts that were charged to the water division in

error. A complementary adjustment is posted to decrease the Purchased Power expense in

the water division

Depreciation Expense .-. This adjustment decreases operating expenses by $848 from

$252,672 to $251,824 to reflect application of Staffs recommended depreciation rates by

account to Staff" s recommended account balances

Foreign Exchange Adjustment .-.. This adjustment decreases operating expensing by

$17,284 to revalue cost allocations from Canada by reflecting the relative strength of the

US dollar versus the Canadian dollar

Property Tax Expense .-- This adjustment decreases operating expense by $4,637 from

$91,705 to $87,068 to reflect application of the revenue dependent modified Arizona

Department of Revenue method nomaily adopted by the Commission
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Income Tax Expense -. This adjustment increases operating expenses by $3,110 from

$308,456 to $311,566 to reflect the income tax obligation on Staffs adjusted test year

taxable income

Regulatory Commission Expense .-. This adjustment decreases expenses by $994 from

$994 to $0 to remove non-ongoing costs that are in excess of the estimated cost of the

current proceeding

Corporate Expense Allocations -.. This adjustment decreases test year operating expenses

by $32,298 for amounts incurred but not considered to benefit the captive customers of the

Rio Rico system

13 RATE BASE

14 Fair Value Rate Base

15 Q Did the Company prepare a Schedule showing the elements of Reconstruction Cost

New Rate Base?

No, the Company did not. The Company requested that its original cost rate base

("OCRB") be treated as its fair value rate base

20 WATER DIVISION

21 Rate Base Summary

22 Q Please summarize Staff's adjustments to Rio Rico's rate base shown on Schedules

GWB-3 and GWB-4

Staffs adjustments to Rio Rico's rate base resulted in a net decrease of $1,816,447 from

$8.455,519 to $6,639,072 This decrease reflects Staffs recalculation of Accumulated
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Deferred Income Taxes ("ADIT"), Contributions in Aid of Construction ("CIAC"), and

Advances in Aid of Construction ("AIAC")

4 Rate Base Adjustment No. 1 - Reclassification of Plant

5 Q Does Staff have concerns regarding the Company proposed grouping of plant

10

account balances"

The Company is proposing $372,910 and $759,861 on accounts 320 and 330, respectively

as shown on Schedule GWB-4. Accounts 320 and 330 are capstone accounts for

subsidiary accounts 320.1, 320.2 and 330.1 and 30.2, respectively. Accordingly, these

groupings of accounts do not bear a unique depreciation rate for all of the respective sub

accounts

13 Q What is Staffs recommendation

Staff recommends reclassifying the balance in account 320 to account 320.1 and the

balance in account 330 to account 330.1, as shown on Schedules GWB-4 and GWB-5

17

18

Rate Base Adjustment No. 2 .-- Contributions in Aid of Construction ("CIAC")

Q What amount is the Company proposing for gross CIAC?

The Company is proposing CIAC of 320,188,921, as shown on Schedule GWB-6

21 Q Does the Company's proposed CIAC balance reflect all of the CIAC that it has

received?

No
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1 Q Please explain

Staffs review of the Company's calculation of CIAC revealed that the Company did not

record all of its CIAC. In the years 2006 and 2008, the unrecorded amounts are $797,060

and $290,349, respectively. Staff identified unrecorded CIAC on an overall Company

basis. Staff has provisionally assigned $797,060 and $290,349, for the years 2006 and

2008, respectively, to the water division, since the water division has the larger rate base

and large CIAC balances. At the time of this filing, a response from the Company to

properly assign the portions of the unrecorded CIAC to the water and wastewater systems

is pending. Further adjustments may be addressed in Staffs Surrebuttal testimony

11 Q What is Staff's recommendation"

Staff recommends increasing the CIAC balance by $1,087,409 to reflect CIAC received

as shown on Schedules GWB-4 and GWB-6

Rate Base Adjustment No. 3 .-- Accumulated Deferred Income Taxes ("ADIT") Both Systems15

16

17

18

19

Note' The following testimony on ADIT applies to both the water and wastewater divisions
and will notbe repeated in the wastewater section

20 ADMIT-General Information

21 Q What is the Company proposing for ADIT?

The Company proposes that it has a $1,101,805 total deferred income tax debit and

proposes to allocate to its water and wastewater divisions at 70.63 percent and 29.37

percent, for allocated amounts of $778,203 and $323,602, respectively



Direct Testimony of Gerald W. Becker
Docket No. WS-02676A-09-0257
Page 12

1 Q What are ADITs?

ADITs are the accumulated temporary tax differences between income taxes calculated for

rate-making purposes and the actual income taxes that a company pays to the United

States Treasury and the State of Arizona

6 Q What is the primary cause of the temporary income tax differences?

The primary cause of the income tax difference is the straight line depreciation method

used for rate making purposes as compared to the accelerated depreciation method used

for federal and state income tax reporting purposes

The NARUC USOA requires utilities to use straight line depreciation. Straight line

depreciation, in the early years of an asset's life, typically results in a lower depreciation

expense which, in turn, results in a higher income tax. Conversely, the Internal Revenue

Service allows companies to use accelerated depreciation. Accelerated depreciation, in

the early years of an asset's life, typically results in a higher depreciation expense which

in tum, results in lower income taxes. In the later years of an asset life, the book

depreciation expense the tax depreciation and the temporary differences begin to reverse

Eventually, the ADIT balance reduces to zero when the asset is fully depreciated under

straight line depreciation

21 Q- Would you provide an example of how depreciation expense affects income taxes?

Yes. In the example that follows, income taxes are calculated for a plant asset costing

$6,000 with a five year useful life. The difference in income taxes is reflected in the

ADIT balance



Year

Income Tax Effect of
Depreciation Expense

on
State and Federal

Income Taxes

Income Tax Effect of
Depreciation Expense

on
Books for Rate

Malting Purposes
Current Year

Deferred Income Tax

Accumulated
Deferred Income Tax

Balance

1 $2,000 X 40% = $800 $1,200 x 40% = $480 $800 - $480 = $320 $320

2 $2,000 x 40% = $800 $1,200 x 40% = $480 $800 - $480 = $320 $320 + $320 = $640

3 $2>000 X 40% = $800 $1,200 X 40% = $480 $800 - $480 = $320 $640 + $320 = $960

4 0x40%=$ 0$ $1,200 X 40% = $480 $ 0- $480 = ($480) $960 - $480 = $480

5 0 x40%=$ 0s $1,200 x 40% = $480 S 0- $480=($480) $480 - $480 : $ 0

Direct Testimony of Gerald W. Becker
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$6,000 Asset

Accelerated Tax Recovery Period = 3 years

Accelerated Depreciation Expense Used for IRS = $6,000 / 3 years = $2,000

Ratemaking Life = 5 years

Ratemaking Depreciation Expense = $6,000 / 5 years = $1,200

Tax Rate = 40%

9 Q- Why is ADIT normally a reduction to rate base?

ADIT is normally a reduction to rate base to ref1ect that in the early years of an asset's life

customers are providing more in cash for income taxes than the company actually has to

pay. While the company has this additional cash, it represents cost-free capital provided

by the ratepayers. In the example above, the ADIT balances by year are: year l, $320

credit, year 2, $640 credit, year 3, $960 credit, year 4, $480 credit, year 5, zero balance. A

credit balance is a deduction from rate base, and a debit balance is an addition to rate base

17 Q If ADITs normally have credit balances that are deducted from rate base, why is the

Company proposing to add the ADIT to rate base?

The Company is proposing to add the ADIT to rate base because the Company has

calculated a debit ADIT



Direct Testimony of Gerald W. Becker
Docket No. WS-02676A-09~0257
Page 14

1 Q Are ADIT balances usually debits or credits?

ADIT balances are usually credits as shown in the example provided above

4 Q Does a debit ADIT balance present a 'red flag

Yes. A debit ADIT balance would indicate a potential error in calculation or some type of

unusual circumstance

8 Q What is the composition of the Company's proposed ADIT debit of $1,101,805?

The proposed receivable is comprised of three items: the tax benefits associated with the

differences between the book and tax treatment of fixed assets and associated

depreciation, the tax benefits associated with net AIAC on its books, and the tax benefits

of net operating loss (NOL) carryforwards. in the amounts of $876.750. $28,096, and

$196,960, respectively. To summarize

Per Company

$ 876.750Fixed Asset Component

AIAC Component

NOL Component

Total

38 196,960

$1.l01,806

20 ADMIT-Fixed Asset Component

21 Q Please explain the Company's reasons in support of the fixed asset component of

ADIT for inclusion as an ADIT debit

For the ADIT associated with fixed assets, the Company proposes to compare the net tax

value of $l3,584,4042 for its fixed assets at December 31, 2008, with the regulatory book

value of the assets at December 31. 2008, determined as the Plant in Service of

See Company tiling Schedule B~2, page 5
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345,888,844 less Accumulated Depreciation of$17,582,689, less CIAC of $16,993,123, to

derive an net book basis value of $11,313,032. The Company further proposes that the

difference between the $13,584,404 and adjusted book value of $ll,313,032, or

$2,271,372 represents future tax depreciation in excess of book depreciation that is

expected to be realized. The Company multiplies the difference of $2,271 ,372 times a tax

rate of 38.6 percent to calculate a tax asset of $876,750 ($2,27l,372 times 38.6 percent)

8 Q Please provide a summary of the Company's calculation for the fixed asset

component of its ADIT calculation

The Company's calculation is as follows

Company's Filing
Tax Basis
$ 25,520,685
$ (11,936,282)

Difference
Plant
Accumulated Depreciation
CIAC Net

Book Basis
$ 45,888,844
35 (17,582,689)
$ (16,993,123)
$ 11,313,032 $ 13,584,404 $ 2,271 ,372

38.60%
$ 876,750

Tax Rate
Est. ADIT debit

13 Q Does Staff agree with the Company's calculation?

No

16 Q Did Staff find any errors in the Company's calculation of ADIT associated with its

fixed assets?

Yes. Staff found numerous errors in the Company's calculation

20 Q Please explain

Staff reviewed the calculation of the book and tax values proposed by the Company. Staff

noted that in the years from 2000-2005, the Company's book basis plant additions
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included both transfers from Construction Work in Progress ("CWIP") and contributed

property ("CIAC Properly"). However, in comparing the amounts recorded as additions

to the book and the amounts recorded as additions to tax values. Staff noted that the

Company improperly included the value of its CIAC property as an addition to its tax

basis amounts, i.e. the Company included CIAC funded plant, which has no tax basis in

its tax basis plant value. The excess amounts included in tax basis additions by year are

CIAC incorrectly
recorded in Tax Basis

Amount

2000
2001
2002
2003
2004
2005
Total

$ 1,942
$ 16,264
$ 480,374
$ 106,542
$ 694,986
S 2,059,913
$ 3,360,021

8 Q What is the net result of the incorrect inclusion of CIAC funded plant in the

Company's tax basis?

The Company's tax basis value is overstated by $3,360,021

12 Q Are there other concerns regarding the book versus tax additions?

Yes. Staff investigated further and determined that in the years 2006 and 2008, the

Company failed to record $1,087,409 million of CIAC to its CIAC account. This

adjustment to CIAC reduces the rate base by a corresponding amount as shown on

Schedule GWB-4



Direct Testimony of Gerald W. Becker
Docket No. WS-02676A-09-0257
Page 17

1 Q Based upon the above concerns, what does Staff recommend for the fixed assets

component of ADIT?

Staff recommends a $479 ADIT credit for the fixed asset component. This is a liability

(reduction to rate base) and its calculation is summarized below

Company's Filing
Plant
Accumulated Depreciation
CIAC Net

Tax Basis
$ 25,520,685
$ (11,936,2822

DifferenceBook Basis
$45.888,844
$ (17,582,689>
$ (16,993,123)
$ 11,313,032 $ 13,584,404 $ 2,271,372

Less: CIAC in Tax Basis

Subtotal $11.313,032

$ (1 ,942)
$ (16,264)
38 (480,374)
33 (106,542)
$(694,986>
$(2,059,913)

$10,224,383

$ (1 ,942)
$ (16,264)
$<480,374)
$(106,542>
$(694,986)
$(2,059,913)
$ (1,088,649)

Less CIAC not recorded on

2006
2008

Subtotal

$797,060
$290,349
$10,225,623 $10,224.383

$ 797,060
$ 290,349
$ (1 ,240)

Tax Rate 38.609

Staff recommended ADIT for
Fixed Assets Component $ (479)

7 ADIT-AIAC Associated Component

8 Q What are the other two components of ADIT?

10

The Company also requests ADIT treatment for its AIAC balance of $72,787 and the

expected future tax benefits of Net Operating Loss Carryforward of $510,259, for

expected benefits of 828,096 and $196,960, respectively
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1 Q Does Staff agree with ADIT treatment for its AIAC balance?

No

4 Q Please explain

Staff does not agree with the AIAC balance itself (see Schedules GWB-4 and GWB-6)

but agrees with the Company's basic methodology (see next paragraph). In response to

Staff DR 2.3, the Company reported that its total AIAC should be $122,372 for its water

division and $237,921 for its wastewater division, or $360,293 for both, for a total

increase of $287,506 over the $72,787 combined AIAC balance in its application

Regarding the basic methodology, Staff agrees that to the extent that Company pays taxes

on AIAC's received, a future tax benefit is created. That is, a temporary difference or

ADIT balance that is created by the Company paying taxes before it makes any AIAC

refunds which create a tax basis in the plant constructed, which then entitles the Company

to record tax basis depreciation on that plant. Thus, the AIAC balance on the Company's

books represents the unrefunded AIAC received and can be used in this instance as the

basis for calculation of the future tax benefit, or ADIT debit

19 Q What doe§IStaff recommend regarding the ADIT treatment for its AIAC balance?

Staff recommends a combined water and wastewater ADIT debit of $139,073 (Staff

recommended AIAC balance for both systems of $360,293 times 38.6% tax rate) for the

computation of ADIT related to the Colnpany's AIAC balance
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1 ADIT-Net Operating Loss Carryforward

2 Q The third and remaining component of the Company's ADIT calculation is

associated with its Net Operating Loss ("NOL") Carryforward. Does Staff agree

with the Company's proposed treatment of NOL's for inclusion in its ADIT

calculation"

No, the NOL represents losses incurred by the Company when the Company failed to earn

its authorized rate of return or any other taxable profit in previous years. In past

proceedings, the Commission authorized rates included an income tax component and the

Company recovered those amounts from ratepayers, regardless of whether the Company

earned a profit. The inclusion of a NOL component in the ADIT calculation means that

ratepayers would essentially be paying a carrying charge on the Company's expected

future recovery of a tax benefit, and this would be unfair to ratepayers since they have

already paid their share of income tax expense in rates

15 Q Are there other considerations?

Yes. Even though, the Company is entitled under certain accounting pronouncements to

record the benefit of NOLs on its books, the Company should not be allowed to use that

benefit for ratemaking purposes if it is inequitable to ratepayers

20 Q What does Staff recommend?

Staff recommends that the value of NOLs not be considered in the Company's ADIT

calculation
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1 Q In summary, what amount does Staff recommend for total ADIT to be allocated to

the Company's two divisions?

Staff recommends a net ADIT debit of $138,594 comprised of a $479 ADIT credit

associated with the fixed assets component, offset by a 3139,073 ADIT debit associated

with the Company's AIAC balance

To summarize

Per Company

Fixed Asset Component

AIAC Component

NOL Component

Total

$ 196960

$1,101,805

Per Staff

$ (479)

$139.073

s 0

$138.594

Staff recommends an overall combined water and wastewater ADIT debit of $138,594 be

allocated to each system as follows

As Filed Adjustment Recommended

Water
Wastewater

35 778,203
$ 323,602

s (680,314)
$ (282,897)

$
$

97,889
40,705

Total $1,101,805 $ (963,211) $ 138,594

18

19

Rate Base Adjustment No. 4 -. Advances In Aid of Construction

Q Vvfhat does the Company propose

The Company proposes AIAC in the amount of 873,648 for its water division
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1 Q What adjustments did Staff make to AIAC?

Based on Staffs review, Staff recommends increasing AIAC by $48,724 to $122,372 to

reflect the amounts per the Company's supporting documentation

5 Q What is Staff's recommendation"

Staff recommends AIAC of $122.372_ as shown on Schedules GWB-4 and GWB-8

8 OPERATING INCOME WATER DIVISION

9

10

Operating Income Summary

Q What are the results of Staffs analysis of Test Year revenues, expenses and

operating income

As shown in Schedules GwB~l0 and GwB-ll, Staffs analysis resulted in Test Year

revenues of$l,847,256, expenses of $l,879,512 and operating income (loss) of($32,256)

15

16

Operating Income Adjustment No. 1 ..- Purchased Power Expense

Q What did the Company propose for Purchased Power expense

The Company proposed $441,501 for Purchased Power, as shown on Schedule GWB-11

19 Q What adjustment did Staff make to Purchased Power expense

Staff reduced the Purchased Power expense by $48,005 from $441,501 to $393,496 for

amounts that should have been charged to the wastewater division. A complementary

adjustment is posted to increase the Purchased Power expense in the wastewater division

24 Q What is Staff's recommendation?

Staff recommends decreasing operating expenses by 848,005, as shown on Schedules

GWB-11 and GWB-12
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1 Operating Income Adjustment No. 2 .- Depreciation Expense

2 Q What is Rio Rico proposing for depreciation expense

Rio Rico is proposing depreciation expense of $463,297

5 Q What adjustment did Staff make to depreciation expense

Staff adjusted depreciation expense to reflect application of the Staff-recommended

depreciation rates to the Staff-recommended plant balances by account

9 Q What is Staff's recommendation?

Staff recommends increasing depreciation expense by $891> from $463,297 to $464,188

as shown on Schedules GWB-11 and GWB-13

13 Operating Income Adjustment No. 3 .- Regulatory Commission (Rate Case) Expense

14 Q. What Regulatory Commission (Rate Case) Expense is the Company proposing

The Company proposes $70,000 per year for the instant rate case expense for its water

division, plus $17,564 of residual rate case expense, as shown in Schedule GWB-1 l, lines

21 and 20, respectively

19 Q What adjustment did Staff make to Regulatory Commission (Rate Case) Expense

Staff reduced Regulatory Commission Expense by $17,564, as this amount is not an on

going cost

23 Q What is Staff's recommendation?

Staff recommends decreasing Regulatory Commission Expense by $17,564 to $0, as

shown on Schedules GWB-11 and GWB-14
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1 Operating Income Adjustment No. 4 - Property Taxes

2 Q What is Rio Rico proposing for Test Year Property Taxes for it water division?

Rio Rico is proposing $130,373 for Test Year property taxes. The Company's proposed

property taxes are calculated on the modified Arizona Department of Revenue ("ADOR")

methodology typically adopted by the Commission for water and wastewater utilities. The

results from using this methodology are primarily dependent upon the test year and

proposed revenues. In other words, each revenue requirement has its own property tax

expense in the same manner as each operating income has its own income tax expenses

Although the results for this methodology are frequently referred to as Test Year amounts

in fact, the results are representative of the average expected property tax over a

subsequent three-year period based partially on proposed revenues. The Company's

calculation of proposed property taxes is representative of proposed revenues. Therefore

if the Commission adopts any revenue requirement other than that proposed by the

Company, the Company's proposed property tax would not correspond with the adopted

revenues

17 Q Has Staff developed a solution to address the dependent relationship between

Property Tax Expense and revenues

Yes. Staff has included a factor for property taxes in the Gross Revenue Conversion

Factor ("GRCF") (see Schedule GWB-2) that automatically adjusts the revenue

requirement for changes in revenue in the same way that income taxes are adjusted for

changes in operating income. This flexible method will accurately reflect Property Tax

Expense at any authorized revenue level. This refinement removes the need to include

proposed revenues in the calculation of Test Year Property Tax Expense and allows for

accurate calculation of Property Tax Expense at the Test Year revenue level
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1 Q What did Staff calculate for Test Year Property Tax Expense

Staff calculated $88,210 for Test Year Property Tax Expense as shown in Schedule GWB

15

5 Q What is Staff recommending

Staff recommends decreasing Test Year Property Tax Expense by $42,163 from $130,373

to $88,210 as shown on Schedule GwB-l5. Staff further recommends adoption of its

GRCF that includes a factor for Property Tax Expense as shown in Schedule GWB-2

10 Operating Income Adjustment No. 5 .-- Income Taxes

11 Q What is the Company proposing for test year Income Tax Expense

Rio Rico is proposing a negative $134,909 for test year Income Tax Expense

14 Q Did Staff make any adjustments to test year Income Tax Expense

Yes. Staff's adjustment reflects Staffs calculation of the income tax expense based upon

Staffs adjusted test year taxable income, as shown on Schedule GWB-16

18 Q What is Staff's recommendation?

Staff recommends increasing test year Income Tax Expense by $126,374, from negative

$134,909 to negative 88,535, as shown on Schedules GWB-11 and GWB-16

22 Operating Income Adjustment No. 6 .- ACC Assessment included in Expense

23 Q What is the Company proposing

Rio Rico is proposing amounts that include $45,010 of ACC assessments in its expenses

Schedule GWB-15 also shows calculations for Property Tax Expense for Staffs recommended revenue
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1 Q Did Staff make any adjustments to the related accounts

Yes. Staff recommends "pass-through" treatment of ACC assessments, as opposed to

recovery as operating expenses. Staff" s adjustments are reflected in accounts Outside

Services and Outside Services-Other

6 Q What is Staffs recommendation"

Staff recommends decreasing Outside Services by $27,820 and Outside Services-Other by

$17.190. for a total of $45,010. as shown in Schedules GwB-ll and GWB-17

10 Operating Income Adjustment No. 7 -- Out of Period Expenses

11 Q Do the Company's proposed expenses include costs incurred outside of the test year

Yes, Staff" s examination revealed that the Company's Outside Services-Other account

includes $14,477 of expenses that were incurred outside of the test year

15 Q Did Staff make any adjustments to remove these amounts"

Yes. Staff" s adjustment removes $14,477 from the Outside Services-Other account

18 Q What is Staff's recommendation?

Staff recommends decreasing Outside Services-Other by $14,477, as shown in Schedules

GWB-11 and GWB-18

22 Operating Income Adjustment No. 8 .- Foreign Exchange Adjustment

23 Q What is the Company proposing

Rio Rico is proposing to include amounts spent in Canadian dollars at par with American

dollars
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1 Q Did Staff make any adjustments to the related accounts?

Yes. Staff determined that the recent exchange rate indicates that the Canadian dollar is

worth approximately 94.2 cents, or 5.8 percent less than the US dollar." Staff concludes

that substantially all of the $805,032 of Outside Services proposed by the Company

originated in Canada, and should be revalued using a US dollar denomination

7 Q What is Staffs recommendation?

Staff recommends decreasing Outside Services by $46,692, as shown in Schedules GWB

11 and GwB-19

11 Operating Income Adjustment No. 9 - Corporate Expense Allocation

12 Q What is the Algonquin Power Income Fund ("Fund" or "APIF")?

The Algonquin Power Income Fund, the ultimate parent of Rio Rico, is an unregulated

company whose primary business activity is the acquisition and ownership of generation

and infrastructure companies through security investments.

consisted of four main divisions as follows (2008 information not available)

At year-end 2007, APIF

Based on currency exchange information on Yahoo Finance, December 15, 2009



2007

Divisions

Types of Facilities in Divisions No. of Facilities

1 Hydroelectric 41

2 Cogeneration - Equity Interest Only 2

Cogeneration - Own/Operate 3

3 Alterative Fuels -.- Equity Interest Only 3

Alternative Fuels .- OwWOperate 5

4 In8'astructure (Water & Sewer) 17

Total Number of Facilities 71
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2 Q Please describe the position of Rio Rico within APIF's organizational structure

According to the organizational chart provided by the Company, Algonquin Power

Income Fund owns Algonquin Holdco, who in tum, owns Algonquin Power Fund Canada

who in turn, owns Algonquin Power Income Fund, who in turn, owns Algonquin Power

Fund America, who in tum, owns Algonquin Water Resources of America, who in turn

owns Rio Rico Utilities. Inc

9 Q What is the primary goal of cost allocation between an unregulated affiliate and a

regulated affiliate?

The primary goal is the fair distribution of costs between the unregulated and regulated

affiliate through proper allocation bases
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1 Q What effect do incorrectly allocated costs have on rate payers

When costs incurred primarily for the benefit of an unregulated affiliate's business are

identified and allocated as overhead/common costs, then costs of the unregulated affiliate

are shifted to the captive customers of the regulated utility. This cost shifting results in the

captive customers of the regulated utility subsidizing the business operations of the

unregulated affiliate. This hands customers by creating artificially higher rates. The costs

of a regulated utility, such as Rio Rico, should only include those costs that would have

been incurred on a "stand-alone basis," in other words, only those costs that the regulated

utility would have incurred by itself in the provision of service

11 Q What is the amount of expense that was allocated from the APIF unregulated

business operations to Rio Rico during the test year

The Company proposes to allocate $137,703 to Rio Rico. Of the $137,703, the Company

proposes to allocate $102,960 to its water division and $34,747 to its wastewater division

16 Q What is the basis of the allocation?

The Company proposes to allocate approximately 3.49 percent of its 2008 budgeted

expenditures of$3,950,'100, or $l37,703, to both Rio Rico systems

20 Q How did the Company propose to make its allocation to Rio Rico?

First, $3.95 million in expenses from the unregulated affiliate were allocated to the

infrastructure division based on a single allocation factor of 26.98 percent. Those costs

were then allocated to each company within the infrastructure division based upon

customer count
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1 Q Did Staff review the amounts comprising the $3.95 million of expenses allocated from

the unregulated affiliate to Rio Rico?

5 Q Does Staff agree that rates should be set on budgeted amounts

No, Staff believes that any allocation should be based on actual results

8 Q. According to the Company, what was the actual amount of monies spent in 2008

subject to allocation?

In response to Staff DR 4.2, the Company stated that 2008 expenses were $5.27 million

and that the corrected amount of allocated expenses to Rio Rico is $168,464

13 Q Did the Company charge or allocate the $5.27 million appropriately

No. First, there are computational errors in the Company's revised allocation of $168,424

Staff has recalculated the revised allocation of $168,424 to be $l83.683. Further, Staff

reviewed the underlying invoices for the costs and determined that the Company did not

identify the costs as direct costs (i.e., costs that can be identified with a particular service)

or indirect costs (costs that cannot be identified with a particular service) consistent with

the NARUC Guidelines for Cost Allocation and Affiliate Transactions. These guidelines

require that the costs primarily attributable to a business operation should be, to the extent

appropriate, directly assigned to that business operation

23 Q What amount of the $5.27 million did Staff determine was attributable to (i.e., direct

costs of) APIF or an affiliate?

Based upon review of the actual supporting invoices provided by the Company, Staff

determined that almost all of the costs were obviously attributable to the operations of the
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APIF or one of its affiliates, therefore, Staff assigned 90 percent of the costs to APIF. The

remaining 10 percent recognizes that the other affiliates receive a benefit from the

common costs, and therefore, should be allocated a percentage greater than zero

5 Q Does Staff agree that all of the $5.27 million of expenses allocated from the

unregulated affiliate are allowable costs?

No. Staff does not. As shown in wastewater schedule GWB-20:, Staff identified $245,506

in unallowable costs. For example, Staff identified $94,197 for Canadian tax services

$5,000 for charitable donations, and $7,800 for a "hootenanny

11 Q Does Staff agree with the Company's calculation of the factor to allocate common

costs?

No. Staff does not

15 Q What allocation formula did the Company use to allocate common easts

The Company used the following formula: 17 utilities / 63 total facilities : 26.989

18 Q Does Staff agree with the number of total facilities that the Company used in its

formula?

No, Staff does not. Staff attempted to match the number used in the formula to the

information in the 2006 and 2007 Algonquin Power Income Fund Annual Reports

however, the numbers did not agree. The information in the 2006 and 2007 annual reports

is as follows

Wastewater Schedule GWB-20 is the same as water schedule GWB-l8



Line No Type of Facility Year-End

2006

Year-End

2007

Average

1 Hydroelectric 48 41 44.5

2 Cogeneration .- Equity Interest Only 2 2 2.0

3 Cogeneration - Own/Operate 3 3 3.0

4 Alternative Fuels .- Equity Interest Only 3 3 3.0

5 Alternative Fuels ,- Own/Operate 14 5 9.5

6 Infi'astrL1cture (Water & Sewer) 15 17 16.0

7 Total Number of Facilities 85 71 78

8 Allocation Percentage (1 /L7) 1.18% 1.42% 1.28%
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2 Q Have the above relationships changed in 2008?

The 2008 report for APIF contains less detail than indicated above, but does indicate the

APIF now owns 42 renewable energy facilities, ll thermal energy facilities, and 17 water

and wastewater (infrastructure) facilities, for a total of 70 facilities. Staff recommends

that the year-end information per the Algonquin Power 2008 annual report be used to

determine the number of total facilities

9 Q What data should the Company use for its common cost allocation formula"

For the purpgsgsof determining a fair allocation rate, Staff recommends an allocation rate

of 1/70 or 1.43 percent to be applied to expenses that are appropriately included in the

amounts subject to allocation
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1 Q Did Staff prepare a schedule of its recommended common costs and allocation

factor?

Yes. Staff" s calculations are shown on wastewater Schedule GWB-20.

recommended adjustment to each division is shown below

Staff" S

As Filed
$ 102,960

Recomm.
33 1,363Water

Wastewater
Total $ 137,707 $ 1,823

Adjustment
$ (101 ,597)

$ (34,287)
$ (135,884)

Adjustment
$ (95,704)

as (32,298)
$<128,002)

7

8

9

WASTEWATER DIVISION

Rate Base Adjustment No. 1 .- Accumulated Deferred Income Taxes ("ADIT")

Is Staffs analysis of the ADIT for the wastewater division the same as for the water

division. as discussed above?

Yes, the Company calculated its ADIT for both divisions and allocates the ADIT based on

relative rate base

Q

14 Q Please restate the final recommendation as more fully described above for ADIT

Staff recommends a net ADIT debit of $138,594 comprised of an ADIT credit of $479

associated with the fixed assets component offset by an ADIT debit of $139,073

associated with the Company's AIAC balance

To summarize

Company Proposed

s 876750

Staff Recommended

S (479)

S 139.073

Fixed Asset Component

AIAC Component

NCL Component 0

Total

SS 196960

$1.101,805 8 138,594
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Staff recommends that the net ADIT receivable of $ l39,073 be allocated to each system as

follows

As Filed Adjustment Recommended

Water
Wastewater

$ 778,203
as 323,602

$ (680,314)
$ (282_897)

$ 97,889
$ 40,705

Total $1,101,805 $ (963,211) SB 138,594

5 Rate Base Adjustment No. 2 -.- Advances In Aid of Construction

6 Q What does the Company propose

The Company proposes AIAC in the amount of negative $861 for its wastewater division

9 Q What adjustments did Staff make to AIAC?

Based on Staffs review, Staff recommends increasing AIAC by $238,782 to $237,921 to

reflect the amounts per the Colnpany's supporting documentation

13 Q What is Staff's recommendation"

Staff recommends AIAC of $237,921 , as shown in Schedules GWB-4 and GWB-6

16 OPERATING INCOME WASTEWATER DIVISION

17

18

Operating Income Summary

Q What are the results of Staffs analysis of test year revenues, expenses and operating

income

As shown on Schedules GwB-l0 and GwB-ll, Staffs analysis resulted in test year

revenues of $1,829,976, expenses of $1,334,353 and operating income et $495,623
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1 Operating Income Adjustment No. 1 - Purchased Power Expense

2 Q What did the Company propose for Purchased Power expense

The Company proposed $17,426 for Purchased Power, as shown in Schedule GWB-l 1

5 Q What adjustmentdid Staff make to Purchased Power expense

Staff increased the Purchased Power amount by $48,005 from $17,426 to $65,431 for

amounts that were charged to the water division in error. A complementary adjustment is

posted to decrease the Purchased Power expense in the water division

10 Q What is Staff's recommendation?

Staff recommends increasing operating expenses by $48,005, from $17,426 to $65,431, as

shown on Schedules GWB-l 1 and GWB-12

14 Operating Income Adjustment No. 2 - Depreciation Expense

15 Q What is Rio Rico proposing for depreciation expense

Rio Rico is proposing depreciation expense of $252,672 for its wastewater division

18 Q What adjustment did Staff make to depreciation expense

of the Staff-recommended

20

Staff adjusted depreciation expense to reflect application

depreciation rates to the Staff recommended plant balances by account

22 Q What is Stafi"s recommendation?

23 Ii A Star recommends decreasing depreciatioN expense by $848, from $252,672 to $251,824

as shown in Schedules GWB-11 and GWB-13
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1 Operating Income Adjustment No. 3 .- Foreign Exchange Adjustment

2 Q What is the Company proposing

Rio Rico is proposing to include amounts spent in Canadian dollars at par with American

dollars

6 Q Did Staff make any adjustments to the related accounts?

Yes. Staff determined that the recent exchange rate indicates that the Canadian dollar is

worth approximately 94.2 cents, or 5.8 percent less than the US dollar.° Staff concludes

that substantially all of the $298,008 of Outside Services proposed by the Company

originated in Canada, and should be revalued using a US dollar denomination

12 Q What is Staffs recommendation?

Staff recommends decreasing Outside Services by $17,284, as shown in Schedules GWB

11 and GWB-14

16 Operating Income Adjustment No. 4 - Property Taxes

17 Q What is Rio Rico proposing for Test Year Property Taxes for it wastewater division?

Rio Rico is proposing $91,705 for Test Year property taxes. The Company's proposed

property taxes are calculated on the modified Arizona Department of Revenue ("ADOR")

methodology typically adopted by the Commission for water and wastewater utilities. The

results from using this methodology are primarily dependent upon the test year and

proposed revenues. In other words, each revenue requirement has its own property tax

expense in the same manner as each operating income has its own income tax expenses

Although the results for this methodology are frequently referred to as Test Year amounts

in fact, the results are representative of the average expected property tax over a

Based on currency exchange information on Yahoo Finance, December 15, 2009
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subsequent three-year period based partially on proposed revenues. The Company's

calculation of proposed property taxes is representative of proposed revenues. Therefore

if the Commission adopts any revenue requirement other than that proposed by the

Company, the Company's proposed property tax would not correspond with the adopted

revenues

7 Q Has Staff developed a solution to address the dependent relationship between

Property Tax Expense and revenues

Yes. Staff has included a factor for property taxes in the Gross Revenue Conversion

Factor ("GRCF") (See Schedule GWB-2) that automatically' adjusts the revenue

requirement for changes in revenue in the same way that income taxes are adjusted for

changes in operating income. This flexible method will accurately reflect Property Tax

Expense at any authorized revenue level. This refinement removes the need to include

proposed revenues in the calculation of Test Year Property Tax Expense and allows for

accurate calculation of Property Tax Expense at the Test Year revenue level

17 Q What did Staff calculate for Test Year Property Tax Expense

Staff calculated $87,068 for Test Year Property Tax Expense as shown in Schedule GWB

15

21 Q What is Staff recommending

Staff recommends decreasing Test Year Property Tax Expense by $4,637 from $91,705 to

$87,068 as shown on Schedule GWB-15. Staff further recommends adoption of its GRCF

thmincludes a factor for Property Tax Expense as shown in Schedule GWB-2

Schedule GwB-l5 also shows calculations for Property Tax Expense for Staffs recommended revenue
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1 Operating Income Adjustment No. 5 ... Income Taxes

2 Q What is the Company proposing for test year Income Tax Expense

Rio Rico is proposing $308,456 for test year Income Tax Expense

5 Q Did Staff make any adjustments to test year Income Tax Expense

Yes. Staffs adjustment reflects Staff" s calculation of the income tax expense based upon

Staff" s adjusted test year taxable income, as shown on Schedule GwB-l6

9 Q What is Staffs recommendation?

Staff recommends increasing test year Income Tax Expense by $3,110, from $308,456 to

$311_566. as shown in Schedules GwB-ll and GWB-16

13 Operating Income Adjustment No. 6 .- Regulatory Commission (Rate Case) Expense

14 Q. What Regulatory Commission (Rate Case) Expense is the Company proposing

For this proceeding, the Company proposes $41,667 per year for the instant case expense

for its wastewater division, plus $994 of residual rate case expense, as shown on the

Schedule GWB-l l, lines 24 and 23, respectively

19 Q What adjustment did Staff make to Regulatory Commission (Rate Case) Expense

Staff reduced Regulatory Commission Expense by $994, as these amounts are not.on

going costs

23 Q What is Staff's recommendation"

Staff recommends decreasing Regulatory Commission Expense by $994 to 80, as shown

on Schedules GWB-11 and GWB-17
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1 Q- Why is Staff recommending a relatively minor adjustment of$994?

Staff recommends this adjustment because it is important that unrecovered rate case

expenses from prior proceedings not be included in prospective rates. The appropriate

ratemaking treatment of rate case expense is to nonnalize rather than amortize these

expenses. Accordingly, utilities are not entitled to rollover any rate case expenses to

subsequent proceedings

8 Operating Income Adjustment No. 7 - Corporate Expense Allocation

9 Q Is Staff's analysis of the Corporate Expense Allocation for the wastewater division

the same as for the water division. as discussed above

Yes, the Company calculated its allocated costs for the combined divisions and then

allocated the expense based on relative customer counts

14 Q Please restate the recommended adjustment described above

Yes. Staffs calculations for wastewater are shown on Schedule GWB-18. Staff' s

recommended adjustment to each division is shown below

Water

Wastewater
Total

Recomm.
$ 1,363

As Filed
$ 102.960

$ 34,747
$ 137,707 $ 1.823

Canadian $
Adiustment
$ (101 ,597)

$ (34,287)
$ (135,884)

US $s
Adjustment
$ (95,704)

$ (32.298)
$ (128,002)

19 OTHER CONSIDERATIONS

20 Q Does Staff have other concerns

Yes. it does
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l Q Please describe Staff's other concerns

At the time of filing this testimony, Staff is aware that the Company recently recalculated

the ADIT balances that it filed. Staff has unresolved concerns regarding the relationship

between the Company's book and tax basis values (including the calculation of its tax

basis Accumulated Depreciation) that the Company has assigned to its fixed assets, the

reconciliation between the book and tax values including, and the correct allocation of

unrecorded CIAC. Staff reserves the right to address this, as necessary, through data

requests and/or future testimony. Also, Staff is aware of some possible bonuses paid to

certain employees and charged to Rio Rico. Staff also reserves the right to address this, as

necessary, through data requests and/or future testimony. Staff requests that the Company

address these concerns no later than the date it files its rebuttal testimony

13 Q Does this conclude your Direct Testimony

Yes. it does
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Schedule GWB~1

REVENUE REQUIREMENT

COMPANY
ORIGINAL

COMPANY STAFF
ORIGINAL

STAFF

DESCRIPTION VALUE VALUE

$ 8,455,519 $ 8.455,519 6.539.072 $ 6.639.0721 Adjusted Rate Base

2 Adjusted Operating Income (Loss)

3 Current Rate of Return (L2 / LI)

$ (214,606) $ (214,606) $ (32,256)

M

$ (32,256)

4 Required Rate of Return 12.40% 12.40% 9.20%

$ 1 ,048,484 $ 1 ,048,484 610.795 $ 610.795

$ 1 ,263,090 $ 1,263,090 643.051 $ 643.051

5 Required Operating Income (LE * LI)

6 Operating Income Deficiency (L5 »  LE)

7 Gross Revenue Conversion Factor 1.6286 1 .6286 1.6363 1.6353

8 Required Revenue Increase (L7 Le)* $ 2,057,065 $ 2,057,065

9 Adjusted Test Year Revenue $ 1,847,256 $ 1,847,256 1.847.256 $ 1.847.256

$ 3,904,321 $ 3,904,321 2.899.495 $ 2.899.496

111.36% 111.36% 56.96% 56.96%

10 Proposed Annum\ Revenue (L8 + LQ)

11 Required Increase in Revenue (%)

12 Rate of Return on Common Equity (%) 12.40% 12.40%

References
Co\umn [A]:
Column (B):
Column (C):

Company Schedule A~1
Company Schedule A-1
Staff Schedules GWB-2, GWB-3, and GWB-10



Staff Recommended
Toiai Rio Rico

WW
Rio Rico

Waler
4,365,165
2,921,744

$
s
s

s
s

2 899,493
1,904,735

s
s

1,465,573
1,017,010

s 1,443,423
B96BO%

s 994,759
6.95B0%

$ 44B,664
69680 />

100,578
1 342,845

7,500
6,250
8_5o0

91 550
342,667
455 567

s
s
s
s
s
s
s
s

s
$

69,315
925,445

s 314,551

$
s

31,253
417,401

s 141,916
s 557,145 s 383,956 $ 173,179

Test Year
Total Rio Rico

WW
Rio Rico

Water
s
s

3,577,232
2,910,B34

5
$

1,847,256
1,888,047

1,329,976
1 022,787

s
s
s

s 755,398 s (40,791 )
6.96BO°/w

s 507,189
S.9S8D%

$
s
s
s
s
s
s
s

53,403
712,995

1 B08
6.259
8.500

91,550
141,421
249,629

(2,542)
(37,948)

(5,692)

s
s
s
$
s
s
s
s (5,692)

s
s
s
s
s
s
s
s

56,245
750 944

7 sao
6,250
8.500

91 ,650
141 .421
255,321

s 303,031 $ (8,535) $ 311,556
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Schedule GW8,2

GROSS REVENUE CONVERSION FACTOR

[F]
DESCRIPTION

1
2
3
4
5
6

Calculation of Gross_Revenue Conversion Factor
Revenue
Uncollectible Factor (Line 11)
Revenues (LI - L2)
Combined Federal and State Income Tax and Property Tax Rate (Line 23)
Subtotal (LE . LE)
Revenue Conversion Factor (L1 I L5)

100.0000°A
000009

10D,DOD0'%
3B5BB75'%
BI .1125%
1536326

Calculation of Uncollecrfible Fanon

8" Combined Federal and State Tax Rate (Ltné 17)
9 One Minus Combined Income Tax Rate (L7 - LB )

10 Uncollectible Rate
t i Uncclleciible Factor (LE °  L10 )

10D.00D0%
37.BD2B%
62097/9
DD000%

100.DD00%
695BD'A

933D32D%
33.2516%
3D9348°A

12
13
14
15
16
17

Calculation of Effective Tax Rate
Operating Income Before Taxes (Arizona Taxable income)
Arizona S!a\e Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Role (Line 44)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 +L16) 37.9026%

100DD00%
379D26'%
62.0974%
1158(-3094

0.9s48%

18
19
20
21
22
23

Calculation of Effective Prooeriv Tax Factor
Unity
Combined Federal and State Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L1B» L19)
Property Tax Factor (GTM» 14, L24)
Efiedive Properly Tax Factor (L20'L2t)
Combined Federal and State Income Tax and Property Tax Role (L17+L22) 38.8875%

610795
(32,258)

24
25
25

Required Operating Income (Schedule GWB-1, Line 5)
AdjusledTesI Year Operating Income (Loss) (Schedule GWB» 1D, Line 42)
Required Increase in Operating Income (L24 - L25) 643.051

333.966
(B,535)

27
CB
29

Income Taxes on Recommended Revenue (Col. (F), L52)
Income Taxes on Test Year Revenue (Col. (C), L52)
Required Increase in Revenue 10 Provide for Income Taxes (L27 L28> 392.501

30
31
32
33
34

Recommended Revenue Requirement (Schedule GWB-1, Line 10)
Uncollectible Rale (Line 10)
Uncolleciibie Expense on Recommended Revenue (L24 ' L25)
Adjusted Tea\ Year Uncolleclible Expense
Required Increase in Revenue to Provide for Uncollectible Exp

2.899.495
0.0DDO%

104.B9B
88.210

35
36
37

Property Tax with Recommended Revenue (GTM-15, 20)
Properly Tax on Test YearRevenue (GTM-15, Col A, L16)
Increase in Property Tax Due to Increase in Revenue (L35-L35) 15.888

CB Total Required Increase in Revenue (L26 + L29 + 1052.239

rF

39
40
41
42
43
44
45
46
47
CB
49
50
51
52

Calculation of Income Tax
Revenue (Sch GWB-9, CDI.(C) L5, GWB-1, CDI (Du, LE)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L47)
Arizona Taxable Income (L3D - L31 - L32)
Arizona Stale Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal Tax on First Income Bracket ($1 - $5Cl,0D0) @ 15%
Federal Tax on Second Income Bracket ($5D,001 . $75,DOD) @25%
Federal Tax on Third Income Bracket ($75,DD1 . $100,DDO) @ 34%
Federal Tax on Fourth Income Bracket (5'l00_DD1 . $335,Cl00) @ 39%
Federal Tax on Fifth Income Bracket ($335,D01 » $1D,0DD,000) @ 349
Total Federal Income Tax
Combined Federal and State Income Tax (L35 + L42)

32.8553%
33.2516%

53
54
55

COMElNED Applicable Federal Income Tax Rate [Col [D]. L51 - Col [AL L51] / [Cut ILL L45 - Col. IA]_ L45]
WATER Applicable Federal income Tax Rate 1co1. 1EJ. L51 . Col, 181. Ls1] / [col [El L45 _ Col BJ. L451
WASTEWATERApplicable Federal Income Tax Rate [Col [FL L51 , Col. III L51] / [Col 19 L45 - Col. III. L45] 34.0001%

314.651.30
173.17898

56
57
5B

Calculation of Interest Svnchronization
Rate Base (Schedule GWB-3, CDI, (C), Line la)
Weighted Average Cost of Debt
Synchronized Interest (L45 x L46) 543953°A
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Schedule GWB-3

RATE BASE .. ORIGINAL COST

STAFFCOMPANY
AS

FILED
STAFF

ADJUSTMENTS ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $ 35 34,059,804
12.472.661
21,587,143s

34,059,804
12.472661
21.587,143 $

4 35 35 1 ,087,409 $Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization

Net CIAC

20,188,921
6.628.197

13.560724 1 .087.409

21,276_330
5.628.197

14.648.133

7 Advances in Aid of Construction (AIAC) 73.648 48.724 122.372

8 Imputed Reg AIAC

9 Imputed Reg CIAC

10 Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(778,203)
275.455

680.314 (97,889)
275.455

11 Cash Working Capital

12- Prepayments

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits

16 Purchase Wastewater Treatment Charges

17 Original Cost Rate Base 38 8,455,519 8 (1,816,447> $ 6,639,072

References
Column (A), Company Schedule B-2
Column (B): Schedule GWB-4
Column (C): Column (A) + Column (B)



o RICO UTILIES. INC, WATER DIVISION
rocket No. W5.02576A,09.0251
st Year Ended December 31. 200B

Schedule GWB-4

JMMARY OF DRIGINAL COST RATE BASE ADJUSTMENTS

DESCRIPTION
COMPANY
AS FILED ADJ #1 ADJ #2 ADJ #3 ADJ #5

[F]
STAFF

ADJUSTED

2.732.B33
44

2,782,533

553.512 563.512

279.154
197.120

2.591.971
372.970 (372,979)

372.970

279.154
197.120

2.591.971
o

372.970

759.561 (759,B61)
759.851 ,00

0
759.861

22.089150
2.209.274

956.605
568.578

22DB9_150
2209274

955.605
555578

1z1 .B43
22.985
76.919

21 B.945

121.B43

75.519
21B.945

15.035 15.035

PLANT IN SERVICE
301 Organization Cos!
302 Franchise Cost
303 Land and Land Rights
304 Structures and improvements
305 Collecting and impounding Res
306 Lake River and Other Intakes
307 Wells and Springs
308 Infiltration Galleries and Tunnels
309 Supply Mains
310 Power Generation Equipment
311 Electric Pumping Equipment
320 Water Treatment Equipment

320.1 Water Treatment Equipment
320.2 Chemical Solution Feeders

330 Distribution Reservoirs 8. Standpipe
3301 Storage tanks
330.2 Pressure Tanks

331 Transmission and Distribution Mains
333 Services
334 Meters
335 Hydrants
336 Bad<flow Prevention Devices
339 Other Plant andMiscellaneous Equipment
340 Office Furniture and Fixtures

3401 Computers and Software
341 Transportation Equipment
342 Stores Equipment
343 Tools and Work Equipment
344 Laboratory Equipment
345 Power Operated Equipment
346 Communications Equipment
347 Miscellaneous Equipment
348 Other Tangible Plant

218.041 21B.041

Total Plant in Service 344058804 34059.BD4

Accumulated Depreciation
Net Plant in Service (LSB - L 59)

12.472.G61
s 21.5B7143

12472661
21.587.143

s 1.DB7.409s 20, 1 BB . S21
5525. 197

13.560724
73.848

1087.409
48.724

21276.330
6525. 197

14.64B. 133
122.372

Contributions in Aid cf Construction (CIAC)
Less: Accumulated Amortization

Net GIAC (LS3 . L54)
Advances in Aid of Construction (AIAC)
imputed Reg Advances
imputed Reg CIAC
Deferred income Tax Credits (Debits)
Customer Meter Deposits

(775,203)
275.455

BB0.314 (97v889)
275.455

1847255
1888046524

Working Capital Allowance
Pumping Power
Purchase Wastewater Treatment Charges
Material and Supplies Inventory
Prepayments
Projected (
Deferred D
Original Cost Rate Base s 8.455.519 s (1 ,0a7,409> s (680,314) 5 (48,724) s 6.539.072
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Schedule GWB-5

RATE BASE ADJUSTMENT #1 . TO RECLASSIFY PLANT

STAFF

Description
Gross Additions

COMPANY
AS

FILED
STAFF

ADJUSTMENTS ADJUSTED

372.970Water Treatment Equipment
Water Treatment Equipment

(372,970)
372.970 372.970

759.861 (759,861)
759.851

Distribution Reservoirs & Standpipe
Storage tanks 759861

References
Column [A]: Amounts included in plant balances per filing
Column (B): Per Testimony GWB
Column (C): Column [A] less Column [B]
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Schedule GWB- S

RATE BASE ADJUSTMENT #2 . CIAC NOT RECORDED

STAFF

Description

COMPANY
AS

FILED
STAFF

ADJUSTMENTS ADJUSTED

1
2
3

CIAC 2005
CIAC 200B
As adjusted

20.1B8.921
20.188_921

$
s

797,060
290,349

1 .0B7.409
$21276,330
21276.330

References
Column [A]: Amounts included Per filing
Golumn (B): Per Testimony GWB
Column (C): Column [A] plus Column [B]
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Schedule GWB - 7

RATE BASE ADJUSTMENT #3 . ACCUMULATED DEFERRED INCOME TAXES

STAFF

DESCRIPTION
1 At December 31. 2008

$

COMPANY
AS

FILED
(77B,203)
(77B,2D3)

STAFF
ADJUSTMENTS

580.314
680,314$

ADJUSTED
(97,889)

s (97,889)

REFERENCES
Columns [A]: Company schedules
Column [B]: Column [C] less Column [A]
Column [C]: See testimony GWB
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Schedule GWB-B

RATE BASE ADJUSTMENT #4 . ADVANCES IN AID OF CONSTRUCTION

STAFF

Description

COMPANY
AS

FILED
73.648

STAFF
AO:WSTMENTS

48.724
ADJUSTED

122.372

References
Column [A]: Amounts included in plant balances per filing
Column (B): Per Testimony GWB
Column (C): Column [A] less Column [B]
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Schedule GWB-10

OPERATING INCOME STATEMENT _ TEST YEAR AND STAFF RECOMMENDED

DESCRIPTION

COMPANY
TEST YEAR
AS FILED

STAFF
TEST YEAR

ADJUSTMENTS

STAFF
TEST YEAR

AS
ADJUSTED

STAFF
RECOMMENDED

CHANGES
STAFF

RECOMMENDED

$ 1 ,802,5B4
44.672

$ 1 ,802,584
44.672

1.052.240 2.854.824
44.672

1
2
3
4

Water Revenues
Other Revenues
Other
Total Operating Revenues $ 1 ,847,256 s 1,847,256 1 052.240 $ 2 899.496

$
$

$ 441.501 (48,005) 393.498 393.496
$

9
23.150

805.032
76.859

(170,216)
(31 ,667)

9
23.150

634.815
45.192

g
23.150

634.815
45.192

26.954
79.315

26.954 26.954
79.315
37.69937.699

17.564
70.000

(17,564)
70.000
14.822 $

70.000
14.822

463.297 464.188 $ 454.188
$

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Sewices- Other
Outside Services- Legal
Water Testing (incl in line 13)
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp
Reg. Comm, Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
income Tax $

130.373
(134,909)

(42,153)
126.374

88.210
(8,535)

16.688
392.501

104.898
383.966

(182,350)
182.350

409.189
643.051

2.288.701

5
6
7
8
9
10
11
12
13
T4
15
16
17
18
19
20
21
22
23
24
25
25
27
28
29

Total Operating Expenses
Operating Income (Loss)

$
$

2,061 ,862
(214,606) $ $

1.879.512
(32,256) $

References
Column (A): Company Schedule C-1
Column (B): Schedule GW B 11
Column (C): Column (A) + Column (B)
Column (D): Schedules GW B 2
Column (E): Column (C) + Column (D)
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Schedule GWB-12

OPERATING INCOME ADJUSTMENT #1 - RECLASSIFY POWER FROM WASTEWATER

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Purchased Power $ 441,501 $ (48,005) $ 393.496

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)
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Schedule GW B-13

DPERATING INCOME ADJUSTMENT #2~ DEPRECIATION EXPENSE

DEPRECIATION DEPRECIATION
EXPENSEDESCRIPTION BALANCE

t
2

SERVICE

4 44.194
2.732.833

0.00%
000%
0.00%
3.33%
2.50%

91.003

6

8
g
10

563.512 18.765

12
13

279.154
197.120

2.591.971
0

372.970

5.00%
12.50% 323.996

0
74.59420.00%

0.00%
0.00%0

759.861 16.869

19 22.089.150
2209.274

956.605
568578

441.783
73.569
79.685
11.372

23

8.33%
K

6.67%
6.67%

25
26

121.843
22.986
76.919

218.945
20.00%
20.00%

4.00%

15.384

28
15.035

30 10.00%

PLANT IN
301
302
303
304
305
306
307
308
309
310
311

320.0
320. 1
320

330.0
330.1
330.2
331
333
334
335
336
339

340.0
340.1
341
342
343
344
345
346
347
348

218.041 10.00%
10.00%

21.804

33
34

Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
W ater Treatment Equipment
W ater Treatment Equipment
Chemical Solution Feeders
Distribution Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Transmission and Distribution Mains
Services
Meters
Hydrants
Backtiow Prevention Devices
Other Plant and Miscellaneous Equipment
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and W ork Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant
Total Plant in Service 34.059.B04 1239.797

38
39
40
41
42

301.00
303.00
306.00

Less Non Depreciable Plant
Organization Cost
Land and Land Rights
Lake River and Other Intakes

44.194

Net Depreciable Plant and Depreciation Amounts
Composite Depreciation Rate

$ 34,009,825 1239.797

44
45

$ 21,276,330 775.609
464.188
463.297

48
49

Amortization of Regulatory CIAC at Settlement Rate
Amortization of CtAC at Composite Rate
Staff Recommended Depreciation Expense
Company Proposed Depreciation Expense
Staff Adjustment



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31, 2008

Schedule GwB-14

OPERATING INCOME ADJUSTMENT #3 - RATE CASE EXPENSE

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Rate Case Expense $ 17.564 $ (17,564)

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A009-0257
Test Year Ended Decémbef 31, 2008

Schedule GWB-15

OPERATING INCOME ADJUSTMENT #4 . PROPERTY TAX EXPENSE

$ 1,847,256
2

3.694.512
1 .847.256
5.541 .768

3
1 .84'/.256

2
3.694.512

13.454

$ 1.847.256
2

3.694.512
2.899.496
6.594.008

3
2.198.003

2
4.396.005

13.454

3.707.966 4.409.459

925.986
1 t.33%

$
$

778.673
11.33%
88.210

130.373
(42,163)

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

19
20
21

Staff Adjusted Test Year Revenues - 2007
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP - 2005
Less; Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate .. Obtained from ADOR
Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Company Proposed Property Tax
Staff Test Year Adjustment (Line 16 - Line 17)

Property Tax on Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Due to Increase in Revenue Requirement

8
$

104.898
88.210

22
23
24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue (Line 22 / Line 23)

16.688
1.052.240
1.58596%

REFERENCES
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue
Line 17: Company Schedule C-1, Line 27
Line 21: Line 19 - Line 20
Line 23: Schedule GWB-1, Line 8



RIO RlCO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31, 200B

Schedule GWB-16

OPERATING INCOME ADJUSTMENT #5 . INCOME TAXES

LINE ACCT COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

Income Taxes $ (134,909) $ 125.374 (8,535)

References
Column (A), Company Schedule C-2
Column (B): Testimony GTM
Column (C): Column (A) + Column (B)



RIO RICO UTlLfES. INC. WATER DIVISION
Docket No. WS-0267GA-09-0257
Test Year Ended December 31. 2008

Schedule GWB-17

OPERATING INCOME ADJUSTMENT #G - ACC FEE INLCUDED IN EXPENSE

LINE ACCT COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

$ 805,032Outside Services
ACC Fees
Foreign Exchange AdJ GWB-19
Corporate Expense Allocation GWB-20

Totals $ 805,032

(27,820)
(46,692)
(95,704)

(170216) 634.816

76,859Outside Sewices- Other
Out of period Adj. #7 GWB-1B

Totals

$

$ 76,859

(17,190)
(14,477)
(31 ,667) 45.192

References
Column (A), Company Schedule C-2
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WATER DIVISION
Docket No.WS-02875A--9-0257
Test Year Ended December 31, 2008

Schedule GWB-18

OPERATING INCOME ADJUSTMENT #7 .. OUT OF PERIOD EXPENSE

LINE ACCT COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

Outside Sewices- Other s 14,477 $ (14,477)

References
Column (A), Company Schedule C-2
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31.2008

Schedule GWB-19

OPERATING INCOME ADJUSTMENT #8 . FOREIGN EXCHANGE ADJUSTMENT

LINE ACCT STAFF
ADJUSTMENTSDESCRIPTION

COMPANY
PROPOSED

STAFF
RECOMMENDED

Outside Services $ 46,692 $ (46,692)

References
Column (A), Company Schedule C-2
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTlL\ES. mc. WATER DNISION
Docket No, WS-02576A~09-D257
Test Year Ended December 31. 2008

Schedule GWB-2Q

OPERATING INCOME ADJUSTMENT #9 . CORPORATE EXPENSE ALLOCATION

Corpoarte Costs
As Filed Per DR 4.2
Tata! Teal
Budget Actual

2.DDB

Rio Rico
Total
Budget

DOB

Total
Actual

17.572 35.608
11 .239
26.750
22.404
10.101

Audit
Tax Services
Legal
Other Professional Services
Management Fee - Total
Unit Holder Communications
Trustee Fees
Escrow & Transfer Agen! Fees

10.457
15.859
22.190
10.948

15014
10631

10.442

Licenses/Fees & Permits
Office Expenses
Depreciation

507.000
265.000
300.000
455.000
536.519
314.1 DO
204.000

75.000
430.739
305.000
254.000
204.242

11021 .509
322.445
757.451
555.649
842.771
2B9796
129.000
71.366

299.5B5
140.852
BOB.101
211 .253

28.167

Total Admin Costs 3350.700 5269882 137.703 168.464

Variance from Budget 1319.182 30.761

Total Amount Charged in case 137703

Percentage

[F]

Actuals Disalllnwance
Amount

Costs Allocable
\D APlF

Allowable Common
costs lo 70 Companies

Allocation
(1 I70)

Cost (o be
Allocated to Amount
RimRico in Firing

17.672

Adjustment

190849
10.457

11.844
68.130 1 AS% 10.457

15.859
22.190
10.948

(1)
(2)
(3)

Stat? Disallowances
Audi!
Tax Sewioes
Legal
Other Professional Services
Management Fee - Total
Unil Holder Communicalions
Trustee Fees
Escrow a. Transfer Agent Fees

1.021 .sos
322.446
757451
565849
B42.771
289.796
129.000

(919_44B)
(118.437)
(581 ,295)
(565,849)
(542,771)
(2B9_796)
(129,000)
(71,355)

(299,585)

1.43%
1.43%

140.852 1.43%
1.43%
1.43%

15.014
10.631

(16,358)
(9,067)
(9,483)

(15,859)
(22,190)
(10,948)

(7,110)
(2,614)

(15,014)
(10,631 )

(s.s5s)
(6,847)

(4)Licenses/Fees a. Pemlits
Of'5oe Expenses
Depredation

299.585
140.852
BDB.101
211 .253

(B08,101)
(190,128) 19.013

Total Admin Cos\s 5.269.882 342.158 (4,715,579) 190931 137,703 (134,975)

Currency Adj
US Dollars

(7.829)
(127,147)

As Filed Recomm.
102.960

Restated amounts
Water
Wastewater
Total 137.707

Adjustment Adj
(100,921) (95,067)

(34059) fazoea)
(134,979) (127,150)

References
Column (A), Company Schedule C-2 Based on 5395 M
Column (B): Company Response to DR GWB 4.2 Based on 5527 M
Column (C): Company's Original Estimate of allocated cost

based on Budget, per filing
Column (D): Company's Revised Original Estimate of allocated costs

based on 2008 Actuals, per Company Response lo DR GWB 4.2
Column (E), Staff Recommended Disallowance
Column (F), CompaNy Revised amount subject lo allocation

less Staff Recommended disallowance
Column (G), Per testimony GWB, Staffs estimate of common

costs benefiting unregulated parties
Column (IH): Rio Rico is 1 of 70 companies held by the parent (APIF)
Column (l): Total amount allocable to infrastructure
Column (J): Per Company response lo Staff DR 4.2, Based on Budget Amounts
Column (K): Total amount allocable to Infrastructure

Per Direct Testimony
Water
Wastewater
Total

102.960
34.747

137.707

(101,597)
(34,287)

(135,884)

(95,704)
(32,298)

(128,082)

Adjustment to be made
in Surrebuttal
Water
Was\ewalar
Total

102.960
34.747

137.707

61
so
BE
64
65

Note

(1)
(2)
<3)
(4)

Cost specific lo Canadian Tax Service
No indication on ledger that costs benefitted AZ
This account is used mostly for business development
Account used for charity, enerteinmer\t_ etc

Note: At 'the last minute'_ Staff noted a minor computational error whereby the allocations
to Water and Wastewater should have been $2,039 and sees, respectively, for a total of $2,728
instead of the $1 .ahs and $460, respectively, for a total of $1 ,823 used in Staff Direct Testimony
for differences of $678 and $228, respectively, and a total difference of $904 (all in Can dollars)
The net adjustment, or increase to expenses is $852 in US dollars, which is
not considered material but will be corrected in the sunbuttal testimony



RIO RICO UTILIES. INC. WASTEWATER DIVISION
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Test Year EndedI3eoember 31, 2008
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TABLE OF CONTENTS TO SCHEDULES

TITLE

GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-

1 REVENUE REQUIREMENT
2 GROSS REVENUE CONVERSION FACTOR
3 RATE BASE .. ORIGINAL COST
4 SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS
5 RATE BASE ADJUSTMENT #1 - ACCUMULATED DEFERRED INCOME TAXES
6 RATE BASE ADJUSTMENT #2 - ADVANCES IN AID OF CONSTRUCTION
7 Not Used
8 Not Used
9 Not Used
10 OPERATING INCOME STATEMENT - TEST YEAR AND STAFF RECOMMENDED
11 SUMMARY OF OPERATING INCOME ADJUSTMENTS - TEST YEAR
12 OPERATING INCOME ADJUSTMENT #1 - RECLASSIFY POWER TO WATER
13 OPERATING INCOME ADJUSTMENT #2~ DEPRECIATION EXPENSE
14 OPERATING INCOME ADJUSTMENT #3 - FOREIGN EXCHANGE ADJUSTMENT
15 OPERATING INCOME ADJUSTMENT #4 - PROPERTY TAX EXPENSE
16 OPERATING INCOME ADJUSTMENT #5 - INCOME TAXES
17 OPERATING INCOME ADJUSTMENT #6 - RATE CASE EXPENSE
18 OPERATING INCOME ADJUSTMENT #7 - CORPORATE EXPENSE ALLOCATION



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02675A-09-0257
Test Year Ended December 31, 2008

Schedule GWB-1

REVENUE REQUIREMENT

COMPANY
ORIGINAL

COMPANY STAFF
ORIGINAL

STAFF

DESCRIPTION VALUE VALUE

1 Adjusted Rate Base $ 3,516,077 s 3,516,077 $ 2,994,399 s 2.994.399

2 Adjusted Operating Income (Loss) $ 490.676 $ 490.676 $ 495.823 $ 495.623

3 Current Rate of Return (LE / LI ) 13.96% 13.96% 16.55% 16.55%

4 Required Rate of Return 12.40% 12.40%

5 Required Operating Income (L4 * LI) $ 435.994 $ 435.994 275.485 275.485

6 Operating Income Deficiency (L5 - LE) $ (54,683) $ (54,683) $ (220,138) s (220,138)

7 Gross Revenue Conversion Factor 1 .6286 1 .6286 1.6549 1.6549

8 Required Revenue Increase (L7 * LE) $ (89,061) $ (89,061)

9 Adjusted Test Year Revenue s 1,829,976 $ 1,829,976 $ 1 ,829,976 $ 1,829,976

10 Proposed Annual Revenue (L8 + LE) $ 1,740,915 $ 1.740,915 $ 1 ,465,673 $ 1 ,465,673

11 Required Increase in Revenue (%) 19.91% 19.91%

'12 Rate of Return on Common Equity (%) 12.40% 12.40%

References
Column [A]:
Column (B):
Column (C):

Company Schedule A-1
Company Schedule A-1
Staff Schedules GWB-2, GWB-3, and GWB-10



Tea\ Year
Total Rio Rico

Water
Rio Rico

WW
s
$

3 577,232
2_910,a34

s
s

1,847,258
1 ,8BB,047

1.829,975
1,022,787

s
$
s

s 766,398
S.96BO°/

s (40,791 )
GSGBOV

$ 807,189
6.96BO%

53,403
712995

1,80a
6,25o
8.500

91 ,550
141,421
249,529

s
s
s
s
s
s
s
s

(2,B42)
(37,948)

(5,632)

$
s
5
s
s
s
$
s (5,692

55,245
750,944

7,500
5.250
8,500

91,650
141 ,421
255,321

s
$
S
s
s
$
$
s

s 303_031 (8,535$ s 311,556

Staff Recommended
Trial Rio Rico

Water
Rio Rico

WW
4,365,166
2,921,744

s
s
s

s
s

2,899,493
1,904,735

s
s

1,465,673
1,017,010

s 1,443,423
E5968D%

s 994,758
6.96B0%

5 448,664
5.9680 /

109,578
1,342,B45

7,500
e,250
B 500

91,650
342,667
456,567

s
s
s
s
s
s
s
s

s
s

69,315
925444

s 314,651

s
s

31,263
417,401

141 9165
s 557,145 s 383,966 s 173,180

RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket bio. ws-ozs7sA-09-oz57
Test Year Ended December 31. zoos

Schedule GWB-2

GRoss REVENUE CONVERSION FACTOR

IF]
DESCRIPTION

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Faction
Revenue
Uncolledbie Factor (Line 11)
Revenues (L1 L2)
Combined Federal and Slate Income Tax and Property Tax Rate (Line 23)
Subtotal (LE - LE)
Revenue Conversion Factor (L1 I L5)

100.0000%
00000'A

100.DOOO%
39.5727%
50.4273%
1.554882

1D0.00DD°A
3B.59B9%
61 .4011%

00D00%

7
8
9

10
11

Calculation of Uncollecffible Fallon
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uru:ollec1ib\e Favor (LE ' L10 ) 0.0000e

100.0DOO%
559680%

9330320%
34.0000%
31 .63D9%

12
13
14
15
16
17

Calculation of Effeclive Tax Rate
Operating Income Before Taxes (Arizona. Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rale (Line 44)
Efleclive Federal Income Tax Rate (L14 x L15)
Combined Federal and Slate Income Tax Rate (L13 +L16) 3859B9%

100.DDOO°A
3B.59B9%
el .4011 %
1.5B5D%

097389

18
19
20
21
22
23

Calculation of Effective Pmnerfv Tax Factor
Unity
Combined Federal and State Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L18-L19)
Property Tax Factor (GTM-14, L24)
Effective Property Tax Factor (L20'L21 )
Combined Federal and Stale Income Tax and Property Tax Rate (L17+L22) 39.5727%

24
25
2 6

s
$

275.485
495.623

Required Operating Income (Schedule GWB-1, Line 5)
AdjustedTest Year Operating Income (Loss) (Schedule GWB-10, Line 42)
Required Increase in Operating \income (L24 . L25) (220,138)

27
CB
29

173.1BD
311.566

Income Taxes on Recommended Revenue (Col. (F), L52)
Income Taxes on Test Year Revenue (Col. (C), L52)
Required Increase in Revenue to Provide for Income Taxes (L27 - L2B) (138,386)

3D
31
32
33
34

Recommended Revenue Requirement (Schedule GWB-1, Line 10)
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (l_24 ' L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp

1.465.673
O.DOOD%

35 Property Tax was Recommended Revenue (GTM-15, 20)
36 Property Tax on Test Year Revenue (GTM» 15, Col A, L16)
37 increase in Property Tax Due to Increase in Revenue (L35-LBG)

81.290

35 Total Required Increase in Revenue (L264»  L29 +

(5,778)

(354,302)

39
40
41
42
43
44
45
46
47
48
49
50
51
52

Calculation of Income Tax
Revenue (Sch GWB» 9, Col,(C) Ls, GWB_1, Col. (D). LE)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L47)
Arizona Taxable income (L30 - L31 - L32)
Arizona stale Income Tax Rate
Arizona Income Tax (L33 x L34)
Federal Taxable Income (L33 - L35)
Federal Tax on First Income Bracket ($1 - $50,DOD) @ 15%
Federal Tax on Second Income Bracket I$50,001 - $75,00D) @ 25%
Federal Tax on Third Income Bracket ($75,D01 - $10D,0D0) @ 34%
Federal Tax on Fourth Income Bracket ($1D0,D01 - 3335,D00) @ 39%
Federal Tax on Fifth Income Bracket ($335,001 -$10_DOD_OOD) @ 34%
Total Federal Income Tax
Combined Federal and Stale Income Tax (L35 +

Effective Tax Rate 32.a55s%53
54
55

33.251S'%
34.0000%

56
57
CB

Calculation of Interest Svnchronizatfon
Rate Base (Schedule GWB-3, Col. (C), Line 18)
Weighted Average Cos! of Debi
Synchronized Interest (L45 X L46)



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02576A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-3

RATE BASE - ORIGINAL COST

COMPANY
AS

FILED

STAFF
STAFF

ADJUSTMENTS ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ 11,829,041
5.110.028
6,719,013

$ $

$ $

11,829,041
5.110.028
6,719.013

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net ciAo

35 5,376,456
1.944.057
3.432.399

$ 5,376,456
1.944.057
3.432.399

7 Advances in Aid of Construction (AIAC) (861) 238.782 237.921

8 Imputed Reg AIAC

9 imputed Reg CIAC

10 Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(323,602)
95.000

282.897 (40,705)
95.000

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits

16 Purchase Wastewater Treatment Charges

17 Original Cost Rate Base $ 3,516,077 $ (521,679) $ 2,994,399

References
Column (A), Company Schedule B-2
Column (B): Schedule GWB-4
Column (C): Column (A) + Column (B)



lb RICO UTILIES. INC. WASTEWATER DIVISION
)pocket No. WS-0267GA--9-0257
est Year Ended December 31. 2008

Schedule GWB-4

SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

DESCRIPTION
COMPANY
AS FILED ADJ #1 ADJ #2 ADJ #3

STAFF
ADJUSTED

5

7
28.548 28

636.023
5.945.962

636.023
5.945.952

1.145.530
55.9a8

1.145.530
55.988

867.120
1.504.181

867.120
1.504.181

1.006.848 1.006.848

68.B69
110.454

68.869
110.454

4

PLANT /N SERVICE
351 Organization
352 Franchises
353 Land
354 Structures & Improvements
355 Power Generation
360 Collection Sewer Forced
361 Collection Sewers Gravity
362 Special Collecting Structures
363 Customer Services
364 Flow Measuring Devices
365 Flow Measuring Installation
366 Reuse Services
367 Reuse Meters And Installation
370 Receiving Wells
371 Pumping Equipment
374 Reuse Distribution Reservoirs
375 Reuse Trans. and Dist. System
380 Treatment gt Disposal Equipment
381 Plant Sewers
382 Outfall Sewer Lines
389 Other Sewer Plant & Equipment
390 Office Furniture & Equipment

390.1 Computers and Software
391 Transportation Equipment
392 Stores Equipment
393 Tools, Shop And Garage Equip
394 Laboratory Equip
396 Communication Equip
398 Other Tangible Plant
398 Nogales WW Trmnt Capacity 427.000 427.000

Total Plant in Service 11.829.041 11,829,041

Accumulated Depreciation
Net Plant in Service (L58 - L 59) s

5.110.028
6.719,013

5.110.028
5.719.013

$ 5,376,456
1.944.057
3.432.399

(86t) 238.782

5.376.456
1 .944.057
3.432.399

237.921

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC (L63 . L64)
Advances in Aid of Construction (AIAC)
imputed Reg Advances
Imputed Reg CIAC
Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(323,602)
95.000

282.897 (40,705)
95.000

Working Capital Allowance
Pumping Power
Purchase Wastewater Treatment Charges
Material and Supplies Inventory
Prepayments
Projected Capital Expenditures
Deferred Debits
Original Cost Rate Base $ 3,516,077 $ (282,897) $ (238,782) $ 2.994.399



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS»0267$A-09»0257
Test Year Ended December 31. 2008

Schedule GWB~ 5

RATE BASE ADJUSTMENT #1 - ACCUMULATED DEFERRED INCOME TAXES

STAFF

DESCRIPTION
1 At December 31. 2008

$

COMPANY
AS

FILED
(323,602)
(323,602)

STAFF
ADJUSTMENT: ADJUSTED

282.897 (40,705)
282,897 s (606.499)$

REFERENCES
Columns [A]: Company schedules
Column [B]: Column [C] less Column [A]
Column {C]t See testimony GWB



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB - 6

RATE BASE ADJUSTMENT #2 - ADVANCES IN AID OF CONSTRUCTION

STAFF

Description
STAFF

ADJUSTMENTS
238.782

ADJUSTED
237.9211 AlAC

COMPANY
AS

FILED
(861)

References
Column [A]: Amounts included in plant balances per fling
Column (B): Per Testimony GWB
Column (C): Column [A] less Column [B]





RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02576A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-10

OPERATING INCOME STATEMENT . TEST YEAR AND STAFF RECOMMENDED

DESCRIPTION

COMPANY
TEST YEAR
AS FILED

STAFF
TEST YEAR

ADJUSTMENTS

STAFF
TEST YEAR

AS
ADJUSTED

STAFF
RECOMMENDED

CHANGES
STAFF

RECOMMENDED

1
2
3
4

s 1,829.726 $ 1,829,726 (364,303) $ 1 _465.423Water Revenues
Other Revenues
Other
Total Operating Revenues $ 1,829,976 $ 1,829,976 (364,303) $ 1 .465.673

$

$
17.426 48.005 65.431 65.431

14.304
298,008 (49,583)

14.304
248.425

14.304
248.425$

$
s
$

175,196 175.196 175.196

25.781 25.781 25.781
$

26.817
12.021

26.817
12.021

26.817
12.021

(994)
41.657 41.667 41 .667

B4.087
252,672 (848)

64.087
251.824

64.087
251 .824

Salaries and Wages
Purchased Water and WW Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Sewices- Testing
Contractual Services - Other
Contractual Services - Legal
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
insurance - Vehicle
Regulatory Commission Expense
Reg.Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
income Tax

$
$
$
s

91.705
308.455

(4,637) 87.068
311.566

(5,778)
(138,386)

$
$

81.290
173.180

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

$
$

1.339.300
490.676

(4,947) 1.334.353
495,623

Total Operating Expenses
Operating Income (Loss) $

(144,163)
(220,139)

$
$

1.190.190
275.484

References
Column (A): Company Schedule C-1
Column (B): Schedule GW B 11
Column (C): Column (A) + Column (B)
Column (D): Schedules GW B 2, Lines 29 and 37
Column (E): Column (C) + Column (D)
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RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS» 02S7SA-G9-0257
Test Year Ended December 31. 2008

Schedule GWB-12

OPERATING INCOME ADJUSTMENT #1 - RECLASSIFY POWER TO WATER

DESCRIPTION
COMPANY
>RoposED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Purchased Power $ 17,426 $ 48,005 $ 55_431

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



IO RICO UTILIES. INC. WASTEWATER DIVISION
locket No. WS-02576A-09-0257
est Year Ended December 31. 2008

Schedule GWB-13

JPERATING INCOME ADJUSTMENT #2- DEPRECIATION EXPENSE

DEPRECIATION
DESCRIPTION BALANCE

DEPRECIATION
EXPENSE

IN SERVICE

28.548

0.00%
0.00%
3.33%
5.00%

636.023
5.945.962

12.720
118.919

1.145.530
55

2.00%
2.00%

10,00%
10.00%

22.91t

867.120
1.504.181

3 3 3 %
12.50%

28.875
188.023

2.50%
1 .006.848 50.342

68.869
110.454

4

5.00%
3.33%

%

PLANT
351
352
353
354
355
360
361
362
363
364
365
366
367
370
371
374
375
380
381
382
389
390

390.1
391
392
393
394
396
398
398

Organization
Franchises
Land
Structures & Improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installation
Reuse Services
Reuse Meters And installation
Receiving Wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment & Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant & Equipment
Office Furniture 8< Equipment
Computers and Software
Transportation" EqUipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Other Tangible Plant
Nogales ww Trmnt Capacity
Total Plant in Service

20.009
20.00%

427.000
11.829041

5 0 0 %
10.00%
10.00%

0.00%
%

3.91 %
20.154

462.099

351
352
353

Less Non Depreciable Plant
Organization
Franchises
Land

0.00%
0.00%

$ 11.8152295 462.099Net Depreciable Plant and Depreciation Amounts
Composite Depreciation Rate 3.91 %

Amortization of Regulatory CIAC at Settlement Rate
Amortization of CIAC at Composite Rate
Staff Recommended Depreciation Expense
Company Proposed Depreciation Expense
Staff Adjustment

$ 5,376,456 $
$

210.274
251.824
252.672

(848)



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02678A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-14

OPERATING INCOME ADJUSTMENT #3 - FOREIGN EXCHANGE ADJUSTMENT

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

s 298.008Outside Services
Foreign Exchange AdJ GWB-14
Corporate Expense Allocation GWB-18

Total

$

$ 298.008 $

(17,284)
(32,298)

(49,583) 248.425

References
Column (A), Company Schedule C-2
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES, INC. WASTEWATER DIVISION
Docket No. WS-02675A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-15

OPERATING INCOME ADJUSTMENT #4 - PROPERTY TAX EXPENSE

$ 1 ,829,976
2

3.659.952
1 .829.976
5.489.928

3
1 .829.976

2
3.659.952

$ 1.829.976
2

3.659.952
1.455.673
5.125.625

3

1=:708;542

2
3.417.084

3.659.952 3.417.084
21.0%

717.588
11.33%

$
$

768.590
11.33%
87.068
91 .705
(4,637)

1
2
3
4
5
e
7
8
9
10
11
12
13
14
15
16
17
LB

19
20
21

Staff Adjusted Test Year Revenues - 2007
W eight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP - 2008
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 -Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate - Obtained from ADOR
Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Company Proposed Property Tax
Staff Test Year Adjustment (Line 16 - Line 17)

Property Tax on Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Due to Increase in Revenue Requirement

$

$

81 .290
87.068
(5,778)

22
23
24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase In Revenue (Line 22 / Line 23)

(5,778)
(364,303)
1.58596%

REFERENCES
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue
Line 17: Company Schedule C-1, Line 27
Line 21: Line 19 - Line 20
Line 23; Schedule GW B-1. Line 8



RIO RICO UTILIES, INC. WASTEWATER Division
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-16

OPERATING INCOME ADJUSTMENT #5 - INCOME TAXES

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Income Taxes $ 308.456 $ 3 311.566

References
Column (A), Company Schedule C-2
Column (B): Testimony GTM
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676G-09-0257
Test Year Ended December 31. 2008

Schedule GWB-17

OPERATING INCOME ADJUSTMENT #6 .. RATE CASE EXPENSE

DESCRIPTION
COMPANY STAFF
PROPOSED ADJUSTMENTS

STAFF
RECOMMENDED

Rate Case Expense (994) $

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO Rlco UTILIES, INC, WASTEWATER DIVISION
Docket ND. W$_02675A_09_g251
Test Year Ended December 31. 2008

Schedule GWB-18

OPERATING INCOME ADJUSTMENT #7 . CORPORATE EXPENSE ALLOCATION

Rio Rico
Corpoar\e Costs
As Filed Per DR 4.2
Total Total
Budget Actual

s 2.098
Budget
2008

Actual

17.672 35.608
11 .239
28.750

Audit
Tax Services
Legal
Other Professional Services
Management Fee - Total
Uri( Holder Communications
Trustee Fees
Escrow 8. Transfer Agent Fees

507.000
265.000
300.000
455.000
636.619
314. 1 DO
204.000

75.000
430.739
305.000

10.457
15B59
22.190 10.101

LicensesIFees & Permits
Office Expenses
Depreciation

15.014
10.631

204.242

1 .021 .509
322.446
767.451
565.649
642.771
289.796
129.000
71 .366

299.586
140.852
BOB.1D1
21 t.253

Total Admin Costs 3.950.700 5.269.882 137.703 1B8464

Variance from Budget 1.319.182 30.751

Total Amour! Charged in case 137.703

Percentage 349%

IF)
Total
Actuals Disélllowance

Amount

Costs Allocable
to APIF

Allowable Common
costs to 70 Companies

Allocation
(1/70) Adjustment

91 .945

Cost to be
Allocated to Amoun!
Rio Rico in Filing

17.672
190.849
10_457

1.43%
SB.130

(1)
(2)
(3)1.43%

1.43%

10.457
15859
22.190
10.948

Staff Disallowances
Audit
Tax Services
Legal
Other Professional Services
Management Fee »  Tore!
Unit Holder Communications
Trustee Fees
Escrow & Transfer Agent Fees

1.43%

Licenses/Fees & Permits
Office Expenses
Depreciation

1.021 .509
322.446
767.451
565.549
542.771
289.795
129.000
71 .365

299.586
140_852
BOB.1D1
211 .253

140.852
15.014
10,631 (4)

(919,448)
(11 a_437)
(681 ,295)
(565,649)
(S42.771 )
(289,796)
(129,000)

(71 ,365)
(299,586)
(140,852)
(808,101)
(190,128) 19.013

1.43%
1.43%

(16,358)
(9,067)
(9,483)

(15,859)
(22,190)
(10,948)

(7. no)
(2,514)

(15,014)
(1 D,531 )

(8,853)
(6,847)

Total Admin Costs 5.259.882 342158 (4,85S_431) 190.931 137.703 (134,975)

Currency Adj
US Dollars

(7_B29)
(127, 147)

Restated amounts
Water
Wastewater
Total

As Filed
s
s

102,960
34.747

137,707

Reform.
s 2,039
s 588
s 2,728

Adjustment Adj
s (100,921) s
$ (34.059) s
s (134,979) s

(95,067)
132_083l

(127,150)

References
Column (A), Company Schedule C-2 Based on $3.95 M
Column (B): Company Response to DR GWB 4.2 Based on $527 M
Column (C): Company's Original Estimate of allocated cost

based on Budget, per filing
Column (D): Company's Revised Original Estimate of allocated costs

based on 2008 Actuals, per Company Response to DR GWB 4.2
Column (E), Staff Recommended Disallowance
Column (F). Company Revised amount subject to allocation

less Staff Recommended disallowance
Column (G), Per testimony GWB, Staffs estimate of common

costs benefiting unregulated parties
Column (IH): Rio Rico is 1 of to companies held by the parent (AplF)
Column (l): Total amount allocable to Infrastructure
Column (J): Per Company response to StatY DR 4.2, Based on Budget Amounts
Column (K)1 Total amount allocable to Infrastructure

Per Direct Testimony
Water
Wastewater
Total

102.950
34.747

137.707

(101 ,597)
(34,287)

(135,884)

(95,704)
(32,298)

(12B,D02)

Adjuslmeni to be made
in Sunrebuttal
Water
Wastewater
Total

102.980
34.747

137.707
SO

61
SO
63
54

Note

(1 )
(2)
(3)
(4)

Cost spedrtic to Canadian Tax Service
No indication on ledger that costs benefitted AZ
This account is usedmostly for business development
Account used for charity, entertainment, etc

Note: At 'the last minule', staff noted a minor computational error whereby the allocations
lo Water and Wastewater should have been $2,039 and seas, respectively, for a total of $2,728
instead of the $1 ,363 and $460, respectively, for a total of $1 ,823 used in Staff Direct Testimony
for differences of $676 and $228, respectively, and a total difference of $9D4 (all in Can dollars)
The net adjustment, or increase to expenses is $852 in US dollars. which is
not considered material but will be corrected in the surrbuttal testimony



MEMORANDUM

Gerald Becker
Public Utilities Analyst V
Utilities Division

Carmen Madrid
Public Utility Consumer Analyst
Utilities Division

December 9. 2009

Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257

Rio Rico Utilities, Inc. has applied for approval of a rate increase for services
provided in Santa Cruz County, Arizona

Per information received from the Corporations Section of the Arizona
Corporation Commission on December 9, 2009, this company is in good standing

A search of Consumer Services complaint files reveals the following customer
complaints against Rio Rico

2006 four complaints billing, three new service, ten inquiries - five billing, new service
rates/tariffs, three construction, zero opinions

2007 two complaints - billing, six inquiries - two billing, quality of service, rates/tariffs
two other, one opinion - rates/tariffs

2008 nine complaints- three billing, two deposits, two new service, quality of service
disconnect/terminations, eight inquiries - two billing, two new service
disconnect/terminations, rates/tari ffs, two construction: and
zero opinions

2009 - eight complaints five billing, deposits, new service, service
five inquiries - billing, two deposits, disconnect/terminations
miscellaneous: zero opinions

All complaints have been resolved and closed
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AND FOR INCREASES IN ITS WATER AND
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TI-IEREON

>

>
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EXECUTIVE SUMMARY
RIO RICO UTILITIES. INC

DOCKET NO. WS-02676A-_9-0257

The Surrebuttal Testimony of Staff witness Gerald W. Becker addresses the following
issues for Rio Rico Utilities, Inc. ("Rio Rico" or "Company")

For the Water Division. Staff recommends an increase in revenue of $1_327,271_ or a
71.85 percent increase, over test year revenue of $1,847,256 The total annual revenue of
$3,174,527 produces an operating income of $718,412 for a 9.20 percent rate of return on Staffs
recommended fair value rate base of $7,808,822

For the Wastewater Division. Staff recommends a decrease in revenue of $303,912, or an
18.46 percent decrease, over test year revenue of $1 ,829,976. The total annual revenue of
$l,526,064produces an operating income of $296,875 for a 9.20 percent rate of return on Staffs
recommended fair value rate base of $3.2268899

Staffs Surrebuttal Testimony responds to Rio Rico's Rebuttal Testimony on the
following issues

Rebuttal testimony of Gregory Sorensen

Low Income Tariff

the Company proposes a low income tariff that includes a ten percent fee for carrying
and administrative costs and specifies customer eligibility to participate at 100 percent of the
federal poverty level. In its direct testimony, Staff stated that it wanted to undertake additional
consideration before making a recommendation. In its surrebuttal testimony, Staff provides
additional factors for consideration in the development and implementation of a low income
tariff

Rebuttal testimony of Peter Eichler

Cost Allocation Methodology

Mr. Eichler provides extensive discussion regarding the NARUC Guidelines for Cost
Allocation and Affiliate Transactions, and the Company continues to maintain that the
Company's allocation of corporate expenses is correct. Staff has reviewed Mr. Eichler's rebuttal
testimony and continues to disagree

Rebuttal testimony of Thomas Bourassa

Accumulated Deferred Income Taxes ("ADIT") - Both Divisions

In response to Staff inquiries, the Company has performed an extensive analysis and
r computation. The Company has recalculated its total ADIT debit from a 81,101,805 debit to a
$445,938 debit. Staff continues to disagree with two of the three components of ADIT as
discussed herein
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The Company's rebuttal proposes the water division share of ADIT as a $314,965 debit,
or approximately 70.63 percent of the total proposed for both divisions. Staff recommends
$82,782 debit for the water division, or approximately 70.63 percent of Staffs recommended
total for both divisions.

The Company's rebuttal proposes the wastewater division share of ADIT as a $130,973
debit, or approximately 29.37 percent of the total proposed for both divisions. Staff recommends
$34,423 debit for the wastewater division, or approximately 29.37 percent of Staff" s
recommended total for both divisions.

Contributions-In-Aid-Of-Construction ("CIAC") - Both Divisions

Based on a review of the Company's rebuttal testimony, Staff now agrees with the
Company's calculation of its gross CIAC balances of 320,140,197 for the water division and
$5>137,673 for the wastewater division.

Regulatory Commission (Rate Case) Expense .- Both Divisions

Based on a review of the Company's rebuttal testimony, Staff asks that the Company
submit documentation to support its position that the $17,564 of Regulatory Commission
Expense removed by Staff for the water division and, similarly, the $994 removed from the
wastewater division, are not related to rate case expense.

Transportation Expense .- Both Divisions

The Company's rebuttal proposes the removal from transportation 'expense of certain
costs identified as unnecessary in the amount of $6,725 for the water division and $2,242 for the
wastewater division. Staff accepts the Company's proposed adjustments.

Outside Services and Outside Services - Other -. Water Division Only

Based on a review of additional information, Staff now agrees with the Company that
invoices marked as "ACC Fees" were for accounting fees, not Commission assessments.
Therefore, Staff removes its previous adjustments of $27,820 and $17,190 from Outside Services
and Outside Services .... Other, respectively.

Rate Design

The Company disagrees with Staff" s rate design. Staff" s recommended rate design is
unchanged with this tiling. Staff remains steadfast on recommending a rate design that provides
affordable service of non-discretionary usage levels arid encourages efficient use of water. Staff
will immediately follow this tiling with updated rate design, as necessary, to reflect any changes
in revenue requirements that arise from the testimony herein.



Surrebuttal Testimony of Gerald W. Becker
Docket No. WS-02676A-09-0257
Page 1

1 INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is Gerald Becker. I am a Public Utilities Analyst V employed by the Arizona

Corporation Commission ("Commission") in the Utilities Division ("Staff"). My business

address is 1200 West Washington Street, Phoenix, Arizona 85007

7 Q Are you the same Gerald Becker who previously submitted Direct Testimony in this

11 PURPOSE OF SURREBUTTAL TESTIMONY

12 Q What is the purpose of your Surrebuttal Testimony in this proceeding

The purpose of my Surrebuttal Testimony in this proceeding is to respond, on behalf of

Staff to the Rebuttal Testimonies of Mr. Gregory Sorensen, Mr. Peter Eichler, and Mr

Thomas Bourassa, who represent Rio Rico Utilities, Inc. ("Rio Rico," "RRUI" or

Company")

18 Q Do you attempt to address every issue raised by the Company in its Rebuttal

Testimony

No. I limit my discussion to certain issues as outlined below. My silence on any

particular issue raised in the Company's Rebuttal Testimony does not indicate that Staff

agrees with the Company's stated Rebuttal position on the issue. I rely on my Direct

Testimony unless modified by this Surrebuttal Testimony
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Surrebuttal Testimony of Gerald W. Becker
Docket No. WS-02676A-09_0257
Page 2

l Q- What issues will you address?

2

3

4

I address the issues listed below that are discussed in the Rebuttal Testimonies of

Company witnesses Mr. Gregory Sorensen, Mr. Peter Eichler, and Mr. Thomas Bourassa.

Additionally, I have attached updated schedules to reflect the adjustments discussed in this

5 testimony.

6

7 Rebuttal testimony of Gregory Sorensen

8

9

10

LOW Income Tariff

Rebuttal testimony of Peter Eichler

11 Cost Allocation Methodology

12

13 Rebuttal testimony of Thomas Bourassa

14

15

16

17

18

19

l ) Accumulated Deferred Income Taxes ("ADIT") Both Divisions

2) Contributions-In-Aid-Of-Construction ("CIAC") ... Both Divisions

3) Regulatorv Commission (Rate Case) Expense - Both Divisions

4) Transportation Expense - Both Divisions

5) Outside Services and Outside Services - Other - Water Division Onlv

6) Rate Design

20

21 SUMMARY OF RECOMMENDATIONS

22 Q. Please provide a summary of Staff surrebuttal recommendations.

23

24

25

26

A.

A. For the Water Division, Staff recommends an increase in revenue of $1,327,271, or a

71.85 percent increase, over test year revenue of $1,847,256 The total annual revenue of

$3,174,527 produces an operating income of $718,412 for a 9.20 percent rate of return on

Staff' s recommended fair value rate base of $7,808,822



Surrebuttal Testimony of Gerald W. Becker
Docket No. WS-02676A-09-0257
Page 3

For the Wastewater Division, Staff recommends a decrease in revenue of $303.912~ or an

18.46 percent decrease, from test year revenue of $1,829,976 The total annual revenue of

$1,526,064 produces an operating income of $296,875 for a 9.20 percent rate of return on

Staff" s recommended fair value rate base of $3.226.899

6 RESPONSE TO REBUTTAL TESTIMONY OF MR. GREGORY SORENSEN

7 Low Income Tariff

8 Q Is the Company proposinga low income tariff?

Yes.

10

Rio Rico proposes to establish a low income tariff to assist economically

disadvantaged customers in paying their utility bills

12 Q What did the Company use as a baseline for developing its low income tariff?

Mr. Sorensen's rebuttal testimony (at page 10) states that the proposed low income tariff is

modeled after the one recently approved for Chaparral City Water Company (Docket No

W-02ll3A-07-0551) and similar to that proposed in Litchfield Park Service Company

(Docket Nos. SW-01428A-09-0103 and w-01427A-09-0104> and Bella Vista Water

Company, Inc. (Docket No. W-02465A-09-0411)

19 Q What are the key provisions of the Company's proposed low income tariff?

The low income tariff as described in Mr. Bourassa's direct testimony includes the

following primary components

A requirement for customers to submit an "Application and Eligibility Declaration

that provides proof of meeting income eligibility requirements and is subject to

verification

2.

3.

1.

A requirement for customers to renew eligibility every two years

Applicable only to residential customers that meet all program qualifications
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1

2

3

An income eligibility standard of no more than 100 percent of the federal poverty

level (updated annually).

A 15 percent discount on the entire water or wastewater bill.

4 Recovery of an Administrative Fee for administrative and carrying costs that is equal

5

6

7

to 10 percent applied to an as yet undetermined cost base.

Maintenance of a balancing account.

Recovery of a carrying cost at the authorized rate of return applied in an unspecified

8 manner.

9

10

11

12

Recovery of program costs from non-participants via a commodity surcharge. The

Company's application is unclear regarding whether or not non-residential

customers are included in "non-participants." Further it is not clear how the

surcharge will be calculated for water and wastewater customers.

13 10.

14

15 11.

16

17 12.

18

19

20

21

Implementation of the surcharge as soon as possible twelve months after

implementation.

Recalculation of the surcharge either every six months or every twelve months (the

application is not clear and makes reference to both time periods) .

Submission of an annual report showing: number of participants for a six-month

period during the year; amount of discounts given to participants, administration fees

and carrying costs charged, amount of surcharge collections from non-participating

customers, and a computation of the surcharge for the next period (again, the

application is not clear and references both a six-month and a twelve-month period).

22

23 Q~ What is the recent experience with low income tariffs for water and wastewater

24 utilities in Arizona?

25

26

A. Use of low income tariffs is for the most part a recent development. The Commission has

authorized low income tariffs for Arizona-American Water Company (W-01303A-07-

4.

7.

6.

9.

5.

8.
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0209) and Chaparral City Water Company (Docket No. W-02113A-07-055 l). In addition

to this case, Mr. Bourassa has also proposed low income programs for several other

pending cases: Litchfield Park Service Company (Docket Nos. SW-01428A-09-0103 and

w-01427A_09-0104>, Coronado Utilities, Inc. (Docket No. SW-04305A-09-0291) and

Bella Vista Water Company, Inc. (Docket No. W-02465A-09-0411)

7 Q Is the Company's proposed low income tariff the same as that adopted for Chaparral

City Water Company and proposed by Litchfield Park Service Company

No. The low income program proposed for Rio Rico, along with the other proposed

programs mentioned above, are all slightly different from the one approved by the

Commission for Chaparral City Water Company and proposed by Litchfield Park Service

Company

14 Q Given that Arizona has limited experience with low income tariffs for water and

wastewater utilities, is it unexpected to see differences in the proposed low income

programs as knowledge and experience are gained?

No. Staff would expect an evolution of the low income programs as Arizona gains

experience with them. However, the Company's proposed changes do not appear to be

based on experience or any other specific information. The Company did not offer or

prepare any demographic studies to determine the incomes in the Rio Rico service area. If

the Company does not have this basic information, it cannot reasonably estimate the

number of eligible customers, the projected costs of the program, or the impact on the

non-participants. The limited experience with low income programs suggests that More

controls and limitations should be applied
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1 Q. Does Staff support adoption of a low income tariff for Rio Rico?

2 Yes.

3

4 Q. Does Staff have any general and specific concerns with Rio Rico's proposed low

5 income tariff?

6

7

8

9

10

11

12

Yes, Staff has comments for the following points.

Income Eligibility - The Company has not explained or supported its proposal to use 100

percent of the federal poverty level as the eligibility cutoff. This proposal represents a

significant decrease from the 150 percent level adopted for Chaparral City Water

Company. Staff concludes that an eligibility standard equal to 150 percent of the federal

poverty level should be adopted unless the Company can demonstrate that its proposed

100 percent level is more appropriate in consideration of the overall interests of the

13

14

15

16

Company and all customers.

Recertification- While Staff agrees with the Company proposal for participants to reapply

at least once every two years, the Company proposes passive, not proactive, reporting of

continuing eligibility. Staff concludes that participants should be required to submit an

17

18

affidavit yearly attesting to their continuing eligibility.

Participation Cap .- The Company has not proposed any limitation on the number of

19

20

21

22

23

24

customers that may participate in the program. Allowing unfettered participation could be

burdensome to ineligible customers to whom the costs of the low income discounts would

be transferred. This concern is exacerbated by the Company's inability to reasonably

estimate participation. In order to limit the low income surcharge to less than 10 percent

of the monthly bill for non-participants, Staff concludes that participation should be

limited to 2,200 customers for the water division and 725 customers for the wastewater

25

A.

A.

division (approximately 30 percent).
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Administrative Pee .- The Company proposes an administrative fee pertaining to its low

income program.

testimony (at page 19) states, "The program costs (the discounts given to participants plus

a 10 percent fee for administration and carrying costs) would be recovered from non

Details of this proposed fee are unclear. Mr. Bourassa's direct

participants via a commodity surcharge." Staff concludes that the low income program

should allow the Company to seek recovery only of direct costs (i.e., costs directly

associated with the program ..- those that would not be incurred in the absence of the

program), and that the Company should account for these direct costs separately from

other costs. Staff further concludes that the authorized rate of return is a reasonable

carrying rate. The carrying rate should be applied monthly to the average of the beginning

and ending balance of the cumulative unrecovered program costs and included in the

beginning balance for the following month

Surcharge Initiation, Recalculation Frequency and Approval - The Company proposes to

initiate a surcharge to recover the program costs (discounts, administrative fee and

carrying charges) as soon as practicable after the first twelve months of implementation

However, it is unclear how often the surcharge would be recalculated, the Company's

proposal references both a six-month and a twelve-month period. The Company's

proposal has a provision for annual reporting to the Commission, but does not specifically

require Commission approval of the proposed surcharge before implementation. Staff

concludes that its recommended revenue combined with Staff-recommended limits on

participation will provide Rio Rico with sufficient cash flow to carry the program costs for

twelve months, and that the surcharge should be implemented twelve months after

authorization of the program and subsequent to Commission approval of the specific

surcharge amount, and recalculated each twelve months thereafter. Staff further concludes

that resetting the surcharge in mid-year without Commission oversight would be
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1

2

3

4

5

inappropriate and providing oversight for resetting the surcharge every six months would

not be an efficient use of regulatory resources.

Surcharge Recovery Customer Base- The Company's proposal to recover the low income

program costs from non-participants could use clarification. Staff concludes that recovery

of low income program costs via a surcharge should be applicable only to the residential

6 customer class.

7

8

9

10

11 The

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Surcharge Calculation - The Company has not provided a clear method for periodically

calculating the low income surcharge. Staff concludes that the Company should maintain

separate balancing accounts for its water and wastewater divisions and separate surcharges

should be calculated for the water divisions and the wastewater divisions. Staff further

concludes that the following is an appropriate surcharge calculation method.

surcharge shall equal a dollar-and-cents amount resulting from dividing the ending

balance of the low income balancing account properly calculated by the number of bills

properly issued to non-participating residential customers during the past twelve-month

tracking period. The ending balance in the balancing account should equal the beginning

balance plus discounts allowed on bills in the twelve month tracking period plus direct

program costs incurred in the twelve-month tracking period plus carrying charges less

surcharge fees billed in the twelve-month tracking period.

Reporting Requirement - Mr. Bourassa's direct testimony (at page 20) states, "RRUI

expects that it will need to submit an annual report showing the number of participants for

the six-month period, the discounts given to participants, administration fee and carrying

costs, and the collections made from nonparticipants though the surcharge. The Company

would also report the balance of the low income balancing accounts and show a

computation of the next twelve-month commodity surcharge and submit updated gross

annual income guidelines as updated by the federal government." Removing the reference

to a six-month period to reflect annual surcharge recalculation, Staff agrees that the
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Company should submit an armual report as one step of the annual process for the

Commission to approve and reset the surcharge amount

4 Q What is Staff's recommendation with respect to the low income tariff?

Staff recommends approval of the low income tariff consistent with its comments and

conclusions discussed above

8 RESPONSE TO REBUTTAL TESTImONY OF MR. EICHLER

9 Q Did Staff review the rebuttal testimony ofMr. PeterEichler?

Yes. Mr. Eichler claims that (1) RRUI's allocation method is consistent with NARUC

Guidelines for Cost Allocation and Affiliate Transactions and that (2) "APT costs are all

indirect costs

14 Q Does Staff agree

No. Staff addresses the allocation methodology and its application below

17 NARUC Guidelines for Cost Allocation and Affiliate Transactions

18 Q What is required regarding cost  allocations by the NARUC Guidelines for Cost

Allocation and Affiliate Transactions?

These guidelines require that the costs primarily attributable to a business operation

should be, to the extent appropriate, directly assigned to that business operation

23 Q Does the Company claim that it is in full conformity with NARUC guidelines

pertaining to cost allocations?

Rebuttal Testimony of P. Eischler, page 4, lines 20-24
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1 Q. Did Mr. Eichler provide specific evidence to substantiate its claim?

2

3

No. Mr. Eichler discusses NARUC guidelines at length and claims that RRUI is

following these guidelines, but he does not demonstrate the relationship between his claim

and the evidence of record.4

5

6 Q. Please explain the reasons that Staff disagrees.

'7

8

Staff concludes that, before allocating any corporate office costs, the overall nature and

objectives of the parent company fund should first be considered in appraising the need

for those costs.9

10

11 Q.

12

How does the Algonquin Power Income Fund ("Fund" or "APIF") produce income

for its shareholders?

13

14

The Fund, according to its 2008 annual report, produces earnings for its shareholders

through a diversified portfolio of renewable energy and utility assets.

15

16 Q. What was the APIF's business strategy?

17 The Fund's 2008 annual report states the following concerning its business strategy:

Algonquin 's business strategy is to maximize long term unit holder
value by strengthening its position as a strong renewable energy
and infrastructure company. The Company is focused on growth
in each /low and earnings in the business segments in which it
operates. (emphasis added)

The Fund's 2007 Report contained similar language :

18

19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

Focused on Growth

A.

A.

A.

A.

The year 2007 was a year of growth opportunities, change, and
performance aehievementsfor Algonquin Power Income Fund The
Fund's management team and exceptional group of employees and
associates spent 2007 working on many new initiatives, including,
but not limited to wind development projects, the completion of St.
Leon Wind Energy ("St. Leon"), the re-powering of the Sanger,
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ifornia co-generation facility, acquisition projects,
welcoming a new CFO to the Fund.2 (emphasis added)

and

4 Q What was the APIF's income for 2008?

The APIF generated $57 million in income before taxes according to its 2008 audited

financial statements. This compares with the adjusted operating income (loss) of

($97,855) and $479,144 for the water and wastewater divisions, respectively

9 Q Does Staff agree with the Company's statement that "the cost pool would be

significantly lower if Algonquin did not own the utilities division? While the business

structure of being a publicly traded company does drive a significant portion of the

Central Office costs. these costs are still incurred to the benefit of the utilities it

No, Staff does not. The cost pool exists primarily to further the interests of APIP and its

shareholders. The APIF is an unregulated for-profit business that incurs costs primarily

for the benefit of its shareholders. Making a profit is the ultimate reason any for-profit

company incurs expenses. The Fund is focused on"growth in cash flow and earnings " as

evidenced from its business strategy. Since shareholders seek a profit and the APIF incurs

expenses (Ag. central office costs) in order to generate that profit, then a reasonable

conclusion is that the central office costs are incurred primarily for the benefit of the

shareholders rather than for Rio Rico as the Company indicates. The central office costs

would have been incurred even if the Fund did not own Rio Rico because the central

office costs were incurred to make a profit for the shareholders and not to operate Rio

Rico. The benefit to Rio Rico is only incidental

Algonquin Power Annual Report for 2007, page 6
Rebuttal Testimony of P. Eichler, page 19, lines 19-23
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l Q- as

2

Is there any additional evidence to support Staff's characterization of the Fund

being mostly growth oriented?

3

4

Yes, the financial statements indicate that revenues of the Fund grew from $40 million in

2001 to $186 million in 2007, for an average growth of 77.5 percent annually.

5

6 Q. How does this growth compare with RRUI in the instant case?

7

8

9

In contrast to the growth reported by the fund, RRUI claims and Staff agrees that there has

been customer contraction which results in negative revenue annualization in its case. In

other words, the utility company in the instant case claims negative growth, which is

contrary to the results of the fund and the fund's basic objectives.10
11

12 Q- Are there additional reasons that Staff disagrees.

13 Yes. In his rebuttal testimony, Mr. Eichler provides extensive testimony regarding the

14

15

16

17

18

19

20

21

22

NARUC guidelines which require the direct charging of direct costs. Staff disagrees that

RRUI is following these guidelines to the extent practicable. In response to Staff data

request 4.2, the Company provided invoices greater than $5,000 to support the pool of

allocable costs. In reviewing the invoices, Staff noted that significant amounts either

should have been directly charged or should not have been chargeable at all. For example,

the Company claimed that it had $1,021,609 in audit costs subject to allocation. Staff

reviewed the invoices and determined that $739,533, or 72.4 percent, were either out of

period or were not supported by invoices, leaving less than 28 percent of costs to be

allocable.

23

24

25

26

A.

A.

A.

In its license and fees accounts, there are numerous payments to the Province of Quebec

for tax payments, charitable contributions, and litigation costs for matters outside of the

State of Arizona and identifiable to specific activities that under the NARUC guidelines
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should have been directly charged to those activities instead of collected in a cost pool for

indirect allocation

4 APIF Management and Trustee Fees

5 Q Does Staff agree with the Company's claim that Staffs provision for management

fees from the central office is inadequate on a stand-alone basis"

10

No, Staff does not. The managers at the central office, not Rio Rico, are directly

responsible for the management of the income fund. Therefore, to add costs for the

management fees from the central office would be duplicative of the management fees that

are already included in Rio Rico's operating expenses. Further, based on the cost

causation principle, the management fees should be allocated to the APIF because those

costs are directly attributable to the APIF

14 Q What does Staff recommend?

Staff continues to recommend the expense adjustments as reflected in its Direct

Testimony

RESPONSE TO REBUTTAL TESTIMONY OF MR. THOMAS BOURASSA18

19

20

Accumulated Deferred Income Taxes ("ADIT") - Both Divisions

Q What is an ADIT?

As discussed more fully in Staff s Direct Testimony, ADITs are the accumulated

temporary tax differences between income taxes calculated for rate-making purposes and

the actual income taxes that a company pays to the United States Treasury and the State of

Arizona. In the instant case, the proposed receivable is comprised of three items: the tax

benefits associated with the differences between the book and tax treatment of fixed assets
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1

2

and associated depreciation, the tax benefits associated with net AIAC on its books, and

the tax benefits of net operating loss (NOL) carry forwards.

3

4 Q.

5

6

Please summarize ADIT originally proposed by the RRUI, Staft"s recommended

amounts in its Direct Testimony, and the RRUI's adjusted position as reflected in its

rebuttal testimony.

The ADIT amounts as filed by RRUI, as recommended by Staff in its Direct Testimony,

and as proposed by RRUI in its Rebuttal Testimony are shown below:

Per RRUI, as Bled

7

8

9

10

11

12

13

14

15

16

Fixed Asset Component

AIAC Component

NOL Component

Total

$ 876,750

8 28,096

S 196,960

81,101,805

Per Staff

8 (479)

$139,073

s -0-

$138,594

RRUI-Rebuttal

$ ]8,681

$139,073

$288,183

$445,238

ADMIT-Fixed Asset Component

17

18

19

20

Q. Please explain the Company's reasons for significantly changing its ADIT position in

its rebuttal testimony?

21

22

The Company's filing contained multiple errors. Changes that are now reflected in its

rebuttal position include corrections to the amounts reflected in RRUI's tax records, tax

basis accumulated depreciation and corrections related to AIAC and CIAC.

23 Q.

24

Does Staff agree with the Company's rebuttal positions for the ADMIT-Fixed Asset

Component?

25

A.

A.

A. No,
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1 Q Please explain

Staff reviewed RRUl's revised calculations and notes that the Company includes

$105,049 of unidentified plant in its tax basis calculation. Staff recommends removal of

this item from the calculation

6 Q What does Staff recommend?

Staff recommends adjusting the ADMIT-Fixed Asset Component for the tax value of the

unidentified plant. That would result in a credit for the ADMIT-Fixed Asset Component of

$21,868, which is the $18,681 debit, less $105,049 times 38.6 percent, or $40,549

11 ADIT-AIAC Associated Component

12 Q Does RRUI agree with Staff's positions in its Direct Testimony

Yes, Staff and RRUI are in agreement regarding the AIAC Associated Component of

16 ADIT-Net Operating Loss Carry forward ("NOL")

17 Q Does the Company continue to propose the inclusion of a NOL component in its

ADIT calculation?

20

21 Q Has the Company changed the amount it is proposing

As indicated above, the Company has increased its proposed amount from $196,060 to

$288,183

24 Q Does Staff agree with the inclusion of a NOL component in the ADIT calculation?
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1 Q- Please explain.

2

3

4

5

6

As discussed in Staffs Direct Testimony, the inclusion of a NOL component in the ADIT

balance creates an inequity to ratepayers because existing rates already include a provision

for income taxes and the opportunity for the Company to earn a stated rate of return. The

fact that the Company did not meet its earnings goals does not mean that the ratepayers

should pay a carrying fee on the unfunded balance.

7

8 Q-

9

Please state any additional reasons that the Company provides to justify the

inclusion of a NOL component in its rate base.

10

11

12

13

14

15

In his rebuttal testimony, Mr. Bourassa claims that the NOL carry-forward represents the

unused portion of the special depreciation allowance that the Company elected to take

during the test year. in other words, Mr. Boursassa claims that RRUI was not able to take

full advantage of the special election to pay less taxes in 2008, yet RRUI proposes that

ratepayers pay a carrying charge on the tax benefits that the Company could not realize

immediately.

16

17 Was Staff able to reconcile any of the Company's ADIT components to the parent

18 company's tax return?

19 No.

20

21 Q- Please explain.

22

23

24

A.

A.

A.

A.

Staff requested a copy of the parent company's tax return in Staff data request 3.3. The

Company declined to provide the requested information. For this reason, Staff makes its

recommendation based on the best known information that is available.
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1 Q Besides corroborating the ADIT components claimed by the Company, are there

other reasons to review the tax return?

3 Yes

5 Q Please explain

A review of the tax return would include a review of the so-called Schedule M-1 items

which provide a comprehensive list of items that the Company uses to reconcile its book

and tax incomes. A review of these could potentially alert Staff to adjustments not

presented by the Company or not yet contemplated by Staff

11 Q Please provide a summary of the Company's rebuttal ADIT proposal, as compared

with Staff's surrebuttal recommendation

Following is a summary of the Company's rebuttal position as compared with Staffs

surrebuttal recommendations

RRUI-Rebuttal Staff Surrebuttal

($21,868)

$139,073

0

Fixed Asset Component

AIAC Component

NOL Component

Total

$139.073

$288.183

$445238

Staff furthernotes that the above total amounts represent the total for both divisions and

the Staff Surrebuttai amount of $117.205 will be allocated between the two divisions

24 Q What amount does Staff recommend for Water Division ADIT?

A.

Staff recommends $82,782 debit for the water division, or approximately70.63 percent of

the Staff" s recommended total for both divisions
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1 Q- What amount does Staff recommend for Wastewater Division ADIT?

2 Staff recormnends $34,423 debit for the wastewater division, or approximately 29.37

3 percent of Staffs recommended total for both divisions.

4

5 CIAC .-. Both Divisions

6 Q.

7

Based on a review of the Company's rebuttal testimony, does Staff now agree with

the Company's calculation of its gross CIAC balances?

8

9

Yes. Staff agrees with the Company's calculation of its gross CIAC balances of

$20,140,197 for the water division and $5,137,673 for the wastewater division.

10

11 Regulatory Commission (Rate Case) Expense - Both Divisions

12 Q, What Regulatory Commission (Rate Case) Expense is the Company proposing?

13

14

15

16

A. The Company proposes $70,000 per year for the instant rate case expense for its water

division, plus $17,564 of what Staff concludes to be residual rate case expense. Similarly,

the Company proposes $41,667 per year for the wastewater division, plus $994 of what

Staff concludes to be residual rate case expense.

17

18 Q. What adjustments did Staff make to Regulatory Commission (Rate Case) Expense?

19

20

Staff reduced Regulatory Commission Expense by $17,564 for the water division and

$994 for the wastewater division, as these amounts are not on-going costs.

21

22 Q- What is the Company's rebuttal position?

23 The Company contends that these were not rate case expenses but rather other operating

24

A.

A.

A.

A.

expenses .
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l Q What does Staff recommend?

Staff continues to recommend its adjustments unless the Company can provide

documentation to support its position regarding the nature of the expenses

5 Transportation Expense -- Both Divisions

6 Q Did the Company propose adjustments in its rebuttal to decrease transportation

expense by $6,725 for the water division and $2,242 for the wastewater division?

10

Yes. The Company's rebuttal proposes the removal from transportation expense of certain

costs that the Company identified as unnecessary. Staff agrees with the adjustments and is

recommending a decrease of $6,725, from $79,315 to $72,590, for the water division and

a decrease of $2,242> from 26,817 to $24,575, for the wastewater division (as shown in

Surrebuttal Schedules GWB-l1, GWB-19 and GWB-21)

14 Outside Services and Outside Services - Other - Water Division Only

15 Q Based on a review of additional information, does Staff agree with the Company that

invoices marked as "ACC Fees" were for accounting fees, not ACC assessments?

Yes. Staff agrees with the Company and has removed its previous adjustments of $27,820

and $17,190 from Outside Services and Outside Services - Other, respectively, for the

water division

21 Rate Design

22 Q Has the Company responded to Staff's rate design testimony that was previously

filed?

Yes. The Company states that Staff s rate design constitutes "blatant revenue shifting."4

Rebuttal Testimony of Thomas Bourassa, page 34, line 16
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1 Q- Please explain.

2

3

The Company states that Staff is "discounting water service and generating a subsidy

for the 5/8 inch metered customers."5

4

5 Q. Does the Company have other concerns?

6

7

Yes. The Company complains that Staff s rate design reduces the percent of revenues

derived from the monthly minimums from 29.6 percent to 28.8 percent.

8

9 Q. How does Staff respond?

10

11

Staff is sensitive to the Company°s concerns and Staff weighed a number of factors,

including those cited by the Company, in the development of Staffs rate design.

12

13 Q. Does Staff have an updated recommendation?

14

15

16

17

18

Immediately following this tiling, Staff will tile updated recommended rates that reflect

any changes to the revenue requirements arising from the adjustments discussed in this

testimony. However, Staff is steadfast in recommending a rate design that seeks to

maintain the affordability of non-discretionary usage and to encourage efficient use of

water through appropriate price signals.

19

20 Q-

21

Does Staff have any comment on the Company's proposed form of HUF tariff for the

water and wastewater divisions"

22

23

24

25

The Company's proposed tariffs state that hook-up fees will not be recorded as CIAC until

such amounts have been expended for plant. The proposed treatment is not consistent

with traditional treatment by the Commission and Staff does not recommend a change

from the traditional treatment.

5 Rebuttal Testimony of Thomas Bourassa, page 34, line 16-18.

A.

A.

A.

A.

A.
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1 Q Does Staff have a recommendation?

If the Commission decides to allow a hook~up fee tariff for Rio Rico Utilities, the

Company should be required to use the standard hook-up fee tariff form found on the

Commission's website

6 Q Does this conclude your Surrebuttal Testimony

Yes. it does
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RIO RICO UTILIES, INC. WATER DIVISION
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Schedule GWB-1
SURREBUTTAL

REVENUE REQUIREMENT

COMPANY
ORIGINAL

COMPANY STAFF
ORIGINAL

STAFF

DESCRIPTION VALUE VALUE

$ 8,455,519 $ 8,455,519 7.808.822 $ 7.808.8221 Adjusted Rate Base

2 Adjusted Operating Income (Loss)

3 Current Rate of Return (L2 / LI)

$ (214,605) s (214,606) $ (94,038) $ (94,038)

1.20° /r

4 Required Rate of Return 12.40% 12.40%

$ 1 ,04B,484 $ 1 ,048,484 718.412 s 718.412

$ 1,263,090 $ .1,263,090 812.450 $ 812.450

5 Required Operating Income (L4 * LI)

6 Operating Income Deficiency (L5 .. L2)

7 Gross Revenue Conversion Factor 15286 1 .6286 1 .6337 1.6337

B Required Revenue Increase (L7 * LE) $ 2,057,065 $ 2,057,065 [s

9 Adjusted Test Year Revenue $ 1 ,B47,256 $ 1 ,847,256

1,327,271 I

1.847.256 1 .847.256

$ 3,904,321 $ 3,904,321 3.174.527 3.174.527

111.36% 111.36% 71 .85% 71 .85%

10 Proposed Annual Revenue (L8 + LE)

11 Required InCrease in Revenue (%)

12 Rate of Return on Common Equity (%) 12.40% 12.40%

References
Column [A]:
Column (B):
Column (C):

Company Schedule A-1
Company Schedule A-1
Staff Schedules GWB-2, GWB~3, and GWB~10



Test Year
Total Rio Rico

WW
Rio Rico

Water
s
s

3,677,232
3_03D,B32

s
s

1,847,256
1,983448

1 829,976
1,047,384

s
s
$

s 646,400 s (136,192)
6.96804

s 782,592
G.96BD'/

45.041
5011359

$
s
$
$
s
5
$
$

B1,236
133,541
214,877

(9 490)
(126 702)

(7,500)
(6,250)
(8,500)

(10,414)

(32,664

5
s
s
s
s
5
s
s

5
s
s
s
$
$
$
s

54,531
728,061

7,50c>
6.250
a,5o0

91,650
133,64t
247,541

$ 259,918 (424154)s s 302,072

Staff Recommended
Tata! Rio Rico

WW
Rio Rios

Water
4,700,591
3,047,052

s
s
$

$
s

3,174,527
2,004,498

s
s

1,525,064
1,042 564

$ 1,553 531
6.9680%

s 1 170,030
6.96809

$ 483,500
se68o/

115,218
1 53B_313

7,500
6,250
8.500

91,650
4094126
523 D26

s
s
s
s
s
$
$
s

s
$

81,525
1,088,503

370091s

s
s

33,690
449,810

$ 152,935
63B 244$ s 451,619 s 186,626

RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02Gll6A»09-0257
Test Year Ended December 31. z00a

Schedule GW8_2
SURREBUTTAL

GRQSS REVENUE CONVERSION FACTOR

IF]
DESCRIPTION

1
2
3
4
5
6

Caloulalion of Gross Revenue Conversion Factor?
Revenue
Uncollecib\e Fac\or (Line 11)
Revenues (LI - L2)
Combined Federal and State Income Tax and Property Tax Rate (Line 23)
Subtotal (LE - LE)
Revenue ConversionFactor (L1 I Ls)

10D.00D0%
0.0000%

100.0000%
38.7850%
61 .2120%
1.633665

7
8
9
10
11

100D0009
37.8015%
52. 1985%
0.000D°/v

Ca/culafion of Llncolleclible Factor
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - La )
Uncolleciibie Rate
Uncollectible Factor (LE ' L10 ) 00000%

12
13
14
15
16
17

100.00009
6.96BD%

930320%
33. 1429%
30.B335%

Calculation of Effective Tax Rate
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 44)
Effective Federal Income Tax Rale (L14 x L15)
Combined Federal and Stale Income Tax Rate (L13 +L16) 37.8015%

1000000%
37B015%
62 19B5%
15B6D%

18
19
20
21
22
23

0.9864%

Calculation of Effective Prooerfv Tax Factor
Unity
Combined Federal and Stale Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L18~L19)
Property Tax Factor (GTM-14, L24)
Effective Property Tax Factor (L2G*L21)
Combined Federal and State Income Tax and Property Tax Rate (L17+LZ2) 38.78B0%

24
25
26

718.412
(94,038)

Required Operalin Income (Scheduie GWB-1, Line 5)
AdiustedTest Year Operating Income (Loss) (Schedule GWB-10, Line 42)
Required Increase in Operating income (L24 - L25) 812.450

27
28
29

451.519
(42,154)

Income Taxes on Recommended Revenue (Col (F), L52)
Income Taxes on Test Year Revenue (Cal (C), L52)
Required Increase in Revenue to Provide for Income Taxes (L27 Les) 493.772

30
31
32
33
34

Recommended Revenue Requirement (Schedule GwB-1, Line 10)
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 ' L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp

3174.527
D.0000%

35
36
37

109260
BB.210

Property Tax with Recommended Revenue (GTM-15, 20)
Property Tax on Test Year Revenue (GTM-15, Col A, L16)
increase in Property Tax Due to Increase in Revenue (L35» L36) 21.050

38 Total Required Increase in Revenue (L26 + L29 + 1 .327.272

lull

39
40
41
42
43
44
45
45
47
48
49
50
51
52

Calculation of Income Tax
Revenue (Sch GWB~9, Col,(C) L5, GWB-1, Col. (D), LE)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L47)
Arizona Taxable Income (L30 . L31 - L32)
AMong State Income Tax Rate
Arizona income Tax (L33 x L34)
Federal Taxable income (L33 - L35)
Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
Federal Tax on Second income Bracket ($50,001 - $75,000) @25%
Federal Tax on Third income Bracket ($75,001 - $1D0,000) @ 34%
Federal Tax on Fourth Income Bracket 1s100,001 - $335,000) @ 39%
Federal Tax on Fifth lnoome Bracket ($335,001 -$10,0D0,000) @ 34%
Total Federal Income Tax
Combined Federal and State income Tax (L35 + L42)

32.BB84%53
54
55

33.1429%
COMBINEDApplicable Federal Income Tax Rate [Col [D], L51 - Col. {A] L51] I [Col {D], L45 - Col. {A], L45]
WATER Applicable Federal Income Tax Rate [Col [E], L51 - Col. [B], L51] / [Col [E], L45 - Col. [6], L45]
WASTEWATERApplicable Federal income Tax Rate [Col [F], L51 - Col. [C], L51] / [Cal [F], L45 - Col [C], L45] 34.0D00%

56
57
CB

Calculation of Interest Svnchronizalion
Rate Base (Schedule GWB-3, Col (C), Line 18)
Weighted Average Cost of Deb!
Synchronized Interest (L45 x L46)



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02876A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-3
SURREBUTTAL

RATE BASE - ORIGINAL COST

COMPANY
AS

FILED

STAFF
STAFF

ADJUSTMENTS ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $ $

$

34,059.804
12,472,661
21.587,143 $

(48,724)
48.724 $

34,059,804
12.423.937
21,635,867

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ 20,188,921
6.628.197

13.560.724

$ 20,140,197
6.628.197

13.512000

7 Advances in Aid of Construction (AIAC) 73.648

(48,724)

(48,724)

48.724 122.372

8 Imputed Reg AIAC

9 imputed Reg CIAC

10 Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(778,203)
275.455

695.421 (82,782)
275.455

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits

16 Purchase Wastewater Treatment Charges

17 Original Cost Rate Base $ 8.455.519 $ (646,697) $ 7,808,822

References
Column (A), Company Schedule B-2
Column (B): Schedule GWB-4
Column (C): Column (A) + Column (B)



J RICO UTILIES. INC. WATER DIVISION
cket No. WS-02676A-09-0257
st Year Ended December 31. 2008

Schedule GWB-4
SURREBUTTAL

'MMARY OF ORIGINAL cosT RATE BASE ADJUSTMENTS

ADJ #1 ADJ #2
GWB-6 Not Used

ADJ #3
DESCRIPTION

COMPANY
AS FILED

STAFF
ADJUSTED

44.194
2.732.833

44.194
2.732.833

563.512 563.512

279.154
197.120

2.591.971
372.970 (372,970)

372.970

279.154
197.120

2.591 .971
0

372.970

759861 (759,861)
759.851

0
759.861

220891150
2.209.274

956.605
568.578

22.089.150
2.209.274

956.605
568.578

121.843
22.986
76.919

218945

121843
22.986
76.919

218.945

15.035 15.035

PLANT IN SERVlCE
301 Organization Cost
302 Franchise Cost
303 Land and Land Rights
304 Structures and Improvements
305 Collecting and Impounding Res
306 Lake River and Other Intakes
307 Wells and Springs
30B Infiltration Galleries and Tunnels
309 Supply Mains
310 Power Generation Equipment
311 Electric Pumping Equipment
320 Water Treatment Equipment

320.1 Water Treatment Equipment
320.2 Chemical Solution Feeders

330 Distribution Reservoirs & Standpipe
330.1 Storage tanks
330.2 Pressure Tanks

331 Transmission and Distribution Mains
333 Services
334 Meters
335 Hydrants
335 Backflow Prevention Devices
339 Other Plant and Miscellaneous Equipment
340 Office Furniture and Fixtures

340.1 Computers and Software
341 Transportation Equipment
342 Stores Equipment
343 Tools and Work Equipment
344 Laboratory Equipment
345 Power Operated Equipment
346 Communications Equipment
347 Miscellaneous Equipment
348 Other Tangible Plant

218.041
7

218.041
7

Total Plant in Service 34.059.804 34959304

Accumulated Depreciation
Net Plant in Service (L58 - L 59)

12.472561
$ 21,587,143

(48,724)
48.724

12.421937
21.635.867

s (48,724) $20,188,921
6.628.197

13.560.724
73.648

(48,724)
48.724

20,140,197
6.628.197

13.512.000
122.372

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CiAC (L63 - L64)
Advances in Aid of Construction (AIAC)
imputed Reg Advances
Imputed Reg CIAC
Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(778,203)
275.455

895.421 (82,782)
275.455

1847256
1983447.929

Working Capital Allowance
Pumping Power
Purchase Wastewater Treatment Charges
Material and Supplies Inventory
Prepayments
Projected C
Deferred D
Original Cost Rate Base $ 8,455,519 48.724 (695,421) $ 7.808.822



RIO RICO UTILIES. INC. WATER Dlvlslon
Docket No. WS-02676A-09-0257
TestYear Ended December 31. 2008

Schedule GWB-5
SURREBUTTAL

RATE BASE ADJUSTMENT #1 . TO RECLASSIFY PLANT

COMPANY
AS

FILED

STAFF

Description
GrossAddiiions

STAFF
ADJUSTMENTS ADJUSTED

372.970 (372,970)
372.970320.1

Water Treatment Equipment
Water Treatment Equipment 372.970

759.861Distribution Reservoirs bi Standpipe
Storage tanks

(759,861)
759.861 759.861

References
Column [A]: Amounts included in plant balances per filing
Column (B): Per Testimony GWB
Column (C): Column [A] less Column [B]





RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02GI76A~09-0257
Test Year Ended December 31. 2008

Schedule GWB - 7
SURREBUTTAL

RATE BASE ADJUSTMENT #3 . ACCUMULATED DEFERRED INCOME TAXES

STAFF

DESCRIPTION
1 At December 31. 2008

STAFF
ADJUSTMENTS

695,421
695,421$

COMPANY
AS

FILED
(778,203)
(778,203) $

ADJUSTED
(82,782)

$ (82,782)

REFERENCES
Columns [A]: Company schedules
Column [B]; Column [C] less Column [A]
Column [C]: See testimony GWB



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS»02678A-G9-0257
Test Year Ended December 31. 2008

Schedule GWB-8
SURREBUTTAL

RATE BASE ADJUSTMENT #4 .. ADVANCES IN AID OF CONSTRUCTION
s. CONTRIBUTIONS IN AID OF CONSTRUCTION

STAFF

Descriotiorm

COMPANY
AS

FILED
73.648

20.188.921

ADJUSTED
STAFF

ADJUSTMENTS
48.724

(48,724) 20.140.197

References
Column [A]: Amounts included in plant balances per filing
Column (B): Per Testimony GWB
Column (C): Column [A] less Column [B]





RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB» 10
SURREBUTTAL

OPERATING INCOME STATEMENT . TEST YEAR AND STAFF RECOMMENDED

DESCRIPTION

COMPANY
TEST YEAR
AS FILED

STAFF
TEST YEAR

ADJUSTMENTS

STAFF
TEST YEAR

AS
ADJUSTED

STAFF
RECOMMENDED

CHANGES
STAFF

RECOMMENDED

$ 1_BOZ.584
44.672

s 1,802,584
44.672

1.327.271 3.129.855
44.672

1
2
3
4

W ater Revenues
Other Revenues
Other
Total Operating Revenues $ 1 ,847256 $ 1.847.256 327.271 3 174.527

$ $

441.501 (48,005) 393.496 393.496

9
23.150

805.032
76.859

(95,067)
(14,477)

23.150
709.965

62.382

23.150
709.965

62.382

26.954
79.315
37.699

(6,725)
26.954
72.590
37.699

26.954
72.590
37.699

(17,564)
70.000
14.822

70.000
14.822

$
$

70.000
14_822

463.297 10.678 473.975 473.975

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Services- Other
Outside Sewices- Legal
Water Testing (incl in line 13)
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax $

130.373
(134,909)

(42,163)
92.755

88.210
(42,154)

21.050
493.772

109.260
451.619

(120,568)
120.568

514.822
812.449

2.456.116

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

Total Operating Expenses
Operating Income (Loss)

s
s

2,061,862
(214,606) s

1.941 .294
(94,038) s

References
Column (A): Company Schedule C-1
Column (B): Schedule GWB 11
Column (C): Column (A) + Column (B)
Column (D): Schedules GW B 2
Column (E); Column (C) + Column (D)



ICO UTILlES. INC. WATER DIVISION
et No. WS-IJ2B?EA~09-0257
Year Ended December 31. zone

Schedule GWB-11
SURREEUTTAL

MARY OF DPERATING INCOME ADJUSTMENTS _ TEST YEAR

Deprec iation Exp
ADJ #2

income Taxes NDT USED Out of Period NOT USED Trans.  Exp
ADJ #10DESCRIPTION COMPANY

AS FILED

Purchased Power
ADJ #1

GWB-12

Rite Case Exp
ADJ #3

GW B-14

Property Taxes

GWB-15 GW B-16 GWB-17 GWB-18 GW B-19

Corporate Exp

GW B-20 ADJ USTED

s 1B02. 5a4
44.672

s s s s s s t.B02.5B4
44.572

W ater  Revenues
Other Revenues

l Offer
Tot ll Operat ing Revenues s 1.847.256 1B4?.255

441.501 (4B,005) 393.496

23.15lJ
BD5.032

78.859

(95,067) 709.965
62.382(14477)

79.315
37.699

(6,725) 72.590
37.599

(17,569

14.822

453.297 10.578 473.9?5

(42,153)

Salaries and Wages
Purchased Water

s Purchased Power
J  Fuel for Power Production
J Chemicals
l Materials & Supplies

Outside Services
i  Outsi de Services- Other
l Outside Senices-  Legal

W ater Testing (incl in line 13)
Rents
Transpor tation Expenses

3 Insurance General Liabi li ty
a Insurance Health and Life
J  Reg.  Comm. Exp
I  Reg.  Comm.  Exp. - Rate Case

Miscellaneous Expense
3 Bad Debt Expense
I Depreciation Expense

Taxes Other  Than income
Property Taxes
income Tax

130.373
(134,909) 82.755

aa.2m
(42.151)

s (171554) s s
s

(95,067)
95.067

s
s

(5,725)
8.725

J Total Operating Expenses
1 Operat ing Income (Loss)

s 2061852
s (214606)

s
s

(484005)
is  005

10.578
(10,578)

s
s

s
s

{42,153}
42.153

s 82.755
s (92,755) s

s
s

114.4771
14.477

1.941 .294
{a4,oaal



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02G76A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-12
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #1 - RECLASSIFY POWER FROM WASTEWATER

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Purchased Power $ 441.501 $ (48,005) S 393.496

References
Column (A), Company Schedule c-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



zoo RICO UTILIES. INC. WATER DIVISlON
Docket No. WS-02676A-09-0257
est Year Ended December 31. 2008

Schedule GWB-13
SURREBUTTAL

DPERATING INCOME ADJUSTMENT #2- DEPRECIATION EXPENSE

DEPRECIATION DEPRECIATION
EXPENSEDESCRIPTION BALANCE

1
0.00%

44.194
2732.833 91.003

563.512

0.00%
3.33%
2.50%
2.50%
3.33% 18.765

10 2.00%

13

279.154
197.120

2.591.971
0

372.970

12.50%
3.33%

323.996
0

12.420

0
759.861

0.00%
0.00%
2.22%
5.00%

16.869

18

22

22.089.150
2.209.274

956.605
568.578

441 .783
73.569
79.685
11 .372

25
26

121.843
22.986
76.919

218.945
20.00%
20.00% 43.789

15.035
10.00%

218.041 10.00%
10.00%

21.804

34

PLANT IN SERVICE
301 Organization Cost
302 Franchise Cost
303 Land and Land Rights
304 Structures and Improvements
305 Collecting and Impounding Res
306 Lake River and Other Intakes
307 Wells and Springs
308 Infiltration Galleries and Tunnels
309 Supply Mains
310 Power Generation Equipment
311 Electric Pumping Equipment

320.0 W ater Treatment Equipment
320.1 W ater Treatment Equipment
320 Chemical Solution Feeders

330.0 Distribution Reservoirs & Standpipe
330.1 Storage tasks
330.2 Pressure Tanks
331 Transmission and Distribution Mains
333 Services
334 Meters
335 Hydrants
336 Backflow Prevention Devices
339 Other Plant and Miscellaneous Equipment

340.0 Office Furniture and Fixtures
340.1 Computers and Software
341 Transportation Equipment
342 Stores Equipment
343 Tools and W ork Equipment
344 Laboratory Equipment
345 Power Operated Equipment
346 Communications Equipment
347 Miscellaneous Equipment
348 Other Tangible Plant

Total Plant in Service 34.059.804 1.162.239
36

39
40
41
42

301 .00
303.00
305.00

Less Non Depreciable Plant
Organization Cost
Land and Land Rights
Lake River and Cther Intakes

5
44.194

$ 34,009,825 1.162.239
44

Net Depreciable Plant and Depreciation Amounts
Composite Depreciation Rate 3.4174%

$ 20,140,197
48

688.263
473.975
463.297

50

Amortization of Regulatory CIAC at Settlement Rate
Amortization of CIAC at Composite Rate
Staff Recommended Depreciation Expense
Company Proposed Depreciation Expense
Staff Adjustment 10



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-14
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #3 - RATE CASE EXPENSE

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Rate Case Expense $ 17,564 $ (17,564) $

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02675A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-15
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #4 - PROPERTY TAX EXPENSE

$ 1,847,256
2

3.694.512
1.847.256
5.541.768

3
1.847.256

2
3.694.512

13.454

$ 1.847.256
2

3.694.512
3.174.527
6.869.039

3
2.289.680

2
4.579.359

13.454

4.592.813
21_0%

954.491
11.33%

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

$
$

3.707.966
21 .0%

778.673
11.33%
88.210

130.373
(42,163)

19
20
21

$ 109.260
88.210

Staff Adjusted Test Year Revenues - 2007
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP - 2005
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate - Obtained from ADOR
Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Company Proposed Property Tax
Staff Test Year Adjustment (Line 16 - Line 17)

Property Tax on Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Due to Increase in Revenue Requirement $

22
23
24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)
Increase in Revenue Requirement
Increase in ProgeNy Tax Per Dollar Increase in Revenue (Line 22 l Line 23)

21.050
1.327.271
1.58596%

REFERENCES
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue
Line 17: Company Schedule C-1, Line 27
Line 21: Line 19 - Line 20
Line 23: Schedule GWB-1. Line 8



RIO RICO UTIUES, INC. WATER DIVISION
Docket No. WS-02576A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-16
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #5 .. INCOME TAXES

LINE ACCT STAFF
RECOMMENDEDDESCRIPTION

COMPANY
PROPOSED

STAFF
ADJUSTMENTS

Income Taxes $ (134,909) $ 92.755 (42,154)

References
Column (A), Company Schedule C-2
Column (B): Testimony GTM
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-17
SURREBUTrAL

OPERATING INCOME ADJUSTMENT #6 & SCHEDULE GWB-17 NOT USED



RIO RICO UTILIES. INC. WATER DIVISION

Docket No. WS-02676A~09-0257
Test Year Ended December 31.2008

Schedule GWB-18
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #7 - OUT OF PERIOD EXPENSE

LINE ACCT
DESCRIPTION

COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Outside Sewices- Other $ 14,477 $ (14,477)

References
Column (A), Company Schedule C-2
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES, INC. WATER DIVISION
Docket No. WS-0267GA-09-0257

Test Year Ended December 31. 2008

Schedule GWB-19
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #B & SCHEDULE GWB-19 NOT USED



RIO RICO UTILIES, INC, WATER DIVISION
Docket No. W5-0267GA-09-0257

Test Year Ended December 31. 2008

Schedule GWB-20
SURREBUTTAL

DPERATING INCOME ADJUSTMENT #9 _ CORPORATE EXPENSE ALLOCATION

Corpoarte Costs
As Filed Per DR 4.2
Trial Trial
Budget Annual

Rio Rico
Total
Budget
200B

Total
Actual

2.008

507.000
265.000
300.000
455000
636.619
314. 100

17.572 35.608
11 .239
26.750
22.404
10101

Audie
Tax Services
Legal
Other Professional Services
Management Fee . Total
Unit Holder Communications
Trustee Fees
Escrow & Transfer Agent Fees

10.457
15.859
22.190
10.948

15.014
10.631Licenses/Fees & Permits

ice Expenses
Depreciation

430.739
305.000
254.000
204.242

1.021 .609
322.446
767.451
565,649
542.771
289.796
129.000
71 .366

299.586
140.852
808.101
211.253

28.167

Trial Admin Costs 3.950.700 5.269.882 137703

Variance from Budget 1.319.182 30.761

Total Amour\\ Charged in case 137.703

Percentage 3.49%

[F]
Total
Actuals Disalliowance

Amount

Costs Allocable
to APIF

Allowable Common
costs to 70 Companies

Allocation
(1/70)

Cost to be
Allocated to Amount
Rio Rico in Filing

17,672

Adjustment
Staff Disallowances
Audit
Tax Services
Legal
Other Professional Services
Management Fee - Total
Unit Holder Communications
Trustee Fees
Escrow 8 Transfer Agent Fees

190.849
10.457

(919,448)
(11 e,4s7)
(681 ,295)
(565,649)
(642,771 )
(289,796)
(129,000)
(71 ,366)

(299,586)

91.945
11844
68.130

1.43%
1 .43%
143//o
1.43%
1.43%
1.43%
1.43%
1.43%

10.457
15.859
22.190
10.94B

(1)
(2)
(3)

1.021 .509
322.446
767.451
565.649
642.771
289.796
129.000

71 .366
299.586
140.852
8DB.101
21 1 .253

140.852
15014
10.631 (4)Licenses/Fees & Permits

Office Expenses
Depreciation

(BOB,'\01)
(190,128) 19.013

1.43%
M

1.43%

(16,358)
(9,067)
(9,453)

(15,B59l
(22,190)
(10,948)
(7,110)
(2,614)

(15,D14l
(10,631)

(B_B53l
(6_B47l

Total Admin Costs 5.269382 342158 (4,715,579) 190.931 137,703 (134,975)

Currency Adj
US Dollars

(7,829)
(127,147)

Restated amounts
Water
Wastewater
Total

As Filed Recomm.
102.960
34747

137.707

Adjustment Adj
(100,921>
(34,059)

(134,979)

(95,067)
(32_083l

(127,150)

102.960
Per Direct Testimony
Water
Wastewater
Total

460
(1 01597>
(34,287)

References
Column (A), Company Schedule C-2 Based on $3535 M
Column (El): Company Response to DR GWB 4.2 Based on $5.27 M
Column (C): Company's Original Estimate of allocated cost

based on Budget, per filing
Column (D): Company's Revised Original Estimate al allocated costs

based on 2008 Actuals, per Company Response to DR GWB 4.2
Column (E), Stall Recommended Disallowance
Column (F), Company Revised amount subject lo allocation

less Staff Recommended disallowance
Column (G), Per testimony GWB, Staffs estimate of common

costs benefiting unregulated parties
Column (IH): Rio Rico is 1 of 70 companies held by the parent (AplF)
Column (l): Total amount allocable to lnfrastmcture
Column (J): Per Company response to Staff DR 42, Based on Budget Amounts
Column (K): Total amount allocable to Infrastructure

137.707 (135,884)

(95,704)
(32,298)

(12B_D02)

Adjustment to be made
in Surrebuital
Water
Wastewater
Total

102.960
34.747

137.707

61
62
63
64
65

Note
(1 )
(2)
(3)
(al

Cost specific to Canadian Tax Service
No indication on ledger that costs benefitted AZ
This account is used mostly for business development
Account used for charity, entertainment, etc

Note: At 'the last minute', Staff noted a minor computational error whereby the allocations
to Water and Wastewater should have been $2,039 and $6BB, respectively, for a total of s2,72a
instead of the $1,363 and $460, respectively, for a total of $1,823 used in Staff Direct Testimony
for differences of $676 and $228, respectively, and a total difference of S904 (all in Can dollars)
The net adjustment, or increase to expenses is $852 in US dollars, which is
not considered material but will be corrected in the surrebuttal testimony



RIO RICO UTILIES. INC. WATER DIVISION

Docket No. WS»02B7GA-09-0257
Test Year Ended December 31. 2008

Schedule GWB-21
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #10 .. TRANSPORTATION EXPENSE

LINE ACCT COMPANY
PROPOSEDDESCRIPTION

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Transportation Expenses $ 79,315 $ (6,725) 72.590

References
Column (A), Company Schedule C-2
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

SURREBUTTAL TESTIMONY OF GERALD BECKER

TABLE OF CONTENTS TO SCHEDULES

TITLE

GWB-
GWB-
GWB-
GWB-
GWB-
GWB-

GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB-
GWB~
GWB-
GWB-
GWB-
GWB-
GWB-

1 REVENUE REQUIREMENT
2 GROSS REVENUE CONVERSION FACTOR
3 RATE BASE - ORIGINAL COST
4 SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS
5 RATE BASE ADJUSTMENT #1 - ACCUMULATED DEFERRED INCOME TAXES
6 RATE BASE ADJUSTMENT #2 .. ADVANCES IN AID OF CONSTRUCTION

& CONTRIBUTIONS IN AID OF CONSTRUCTION
7 Not Used
8 Not Used
9 Not Used
10 OPERATING INCOME STATEMENT - TEST YEAR AND STAFF RECOMMENDED
11 SUMMARY OF OPERATING INCOME ADJUSTMENTS - TEST YEAR
12 OPERATING INCOME ADJUSTMENT #1 - RECLASSIFY POWER TO WATER
13 OPERATING INCOME ADJUSTMENT #2- DEPRECIATION EXPENSE
14 OPERATING INCOME ADJUSTMENT #3 - NOT USED
15 OPERATING INCOME ADJUSTMENT #4 - PROPERTY TAX EXPENSE
16 OPERATING INCOME ADJUSTMENT #5 - INCOME TAXES
17 OPERATING INCOME ADJUSTMENT #6 - RATE CASE EXPENSE
18 OPERATING INCOME ADJUSTMENT #7 - CORPORATE EXPENSE ALLOCATION
19 OPERATING INCOME ADJUSTMENT #8 - TRANSPORTATION EXPENSE



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-1
SURREBUTTAL

REVENUE REQUIREMENT

COMPANY
ORIGiNAL

COMPANY STAFF
ORIGINAL

STAFF

DESCRIPTION VALUE VALUE

1 Adjusted Rate Base $ 3,516,077 $ 3.516.077 $ 3,226,899 $ 3.226.899

2 Adjusted Operating Income (Loss) $ 490.676 $ 490.675 $ 480.520 $ 480.520

3 Current Rate of Return (L2 / LI ) 13.96% 13.96% 14.89° /¢ 14.89%

4 Required Rate of Return 12.40% 12.40% 9.20% 9.20%

5 Required Operating Income (L4 * L1) 435.994 435.994 296.875 296.875

(54,683) $ (54,683) $ (183,646) $ (183,646)6 Operating Income Deficiency (L5 - L2)

7 Gross Revenue Conversion Factor 1.6286 1 .6286 1.6549 1.6549

8 Required Revenue Increase (L7 * LG) (89,061) s (89,061)

9 Adjusted Test Year Revenue $ 1 ,829,97B $ 1 ,829_976 $ 1 ,829_976 $ 1 ,829,976

10 Proposed Annual Revenue (LB + LE) $ 1,740,915 $ 1,740,915 $ 1 _525_064 $ 1,526,064

11 Required Increase in Revenue (%) 16.61% 16.61%

12 Rate of Return on Common Equity (%) 12.40% 12.409 920°/¢

References
Column [A]:
Column (B):
Column (C):

Company Schedule A-1
Company Schedule A-1
Staff Schedules GWB-2, GWB-3, and GWB-10



Test Year
Total Rio Rico

Water
Rio Rico

WW
s
s

3,677,232
3,030 B32

s
s

1 ,847,256
1 ,983,448

1 829,976
1.047.384

S
s
s

s 646 400
BBGBD/

s (136,192)
6.9680%

s 782,592
6.96807

45,041
601,359

$
s
$
$
s
s
s
s

81,236
133,641
214,877

(9,490)
(126,702)

(7 500)
(6,250)
(8,500)

(10_414)

(32664

s
s
s
s
S
S
s
s

s
s
s
s
$
$
$
$

54,531
728,061

7,500
e,250
8,500

91 ,650
133,641
247,541

s 259,918 s 42,154 $ 302,072

Staff Recommended
Total Rio Rico

Water
Rio Rico

WW
4,700,591
3,047,062

5
s
s

s
s

3,174,527
2 004,498

$
$

1 ,526 O64
1 ,042,564

$ 1,653,530
59680%

$ 1,170,029
G.9680%

s 483,500
S.9680%

s
s
s
$
$
$
$
s

115,218
1,538,312

7,5oo
6,250
8 500

91,650
409,126
523,026

s
$

81,528
1,088,502

370 O915

$
s

33,690
449,810

$ 152,935
s 638,244 451 618s s 186,626

RIO RICO UTILIES, INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 200s

Schedule GWB-2
SURREBUTTAL

GROSS REVENUE CONVERSION FACTOR

[F]
DESCRIPTION

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor.
Revenue
Uncollecibte Factor (Line 11)
Revenues (LI _ L2)
Combined Federal and State Income Tax and Property Tax Rate (Line za)
Subtotal (La - LE)
Revenue Conversion Factor (L1 I L5)

1000000%
0.0()0()%

100.0DOD'%
395727%
60.427'3%
1654881

7
B
9

10
11

100000D%
3B.59B9%
BI 4011 %

0.00003

Calculationof Uncollectible Factor?
Unity
Combined Federal and Slate Tax Rate (Line 17)
One Minus Combined income Tax Rate (L7 . LB )
Uncollernible Rate
Uncollectible Factor (LQ ' L10 ) 0.0000%

12
13
14
15
15
17

100,0000%
6.9680%

930320%
34D000'%
31 .5309%

Calculation of Effective Tax Rate
Operating Income Before Taxes (Amona Taxable Income)
Arizona Slate Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Role (Line 44)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and Slate Income Tax Rate (L13 +L16) 3a59e9°A

100.0000%
3B5989'%
61 4011 %
1 .5B60%

18
19
20
21
22
23

0.9738%

Calculation of Effective Pmoertv Tax Factor
Unity
Combined Federal and State Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L18-L19)
Properly Tax Factor (GTM» 14, L24)
Effective Property Tax Factor (L20*L21 )
Combined Federal and State Income Tax and Property Tax Rate (L17+122) 395727%

24
25
26

Required Operating Income (Schedule GWB-1, Line 5)
AdjustedTest Year Operating Income (Loss) (Schedule GWB-10, Line 42)
Required Increase in Operating Income (L24 - L25)

s
s

296875
480.520

(1 B3,646)

27
CB
29

156526
302.072

Income Taxes on Recommended Revenue (Col (F), L52)
Income Taxes on Test Year Revenue (Col (C), L52)
Required Increase in Revenue to Provide for Income Taxes (L27 L28) (115_446)

30
31
oz
33
34

Recommended Revenue Requirement (Schedule GWB-1, Line 10)
Unoolleclible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 ' L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp

1 525 DBL
0.000D%

35
36
37

Property Tax with Recommended Revenue (GTM-15, 20)
Property Tax on Test Year Revenue (GTM~15, Col A, L16)
Increase in Property Tax Due to Increase in Revenue (L35-L36)

82248

38 Total Required Increase in Revenue (L26 + L29 +

(4,820)

(303,912)

Calculation of Income Tax
39 Revenue (Sch GWB-9, Coi.(C) L5, GWB-1, Col. (D), LE)
40 Operating Expenses Excluding Income Taxes
41. Synchronized Interest (L47)
42 Arizona Taxable Income (Lao - L31 - L32)
43 Arizona Slate Income Tax Rate
44 Arizona Income Tax (L33 x L34)
45 Federal Taxable Income (L33 - L35)
46 Federal Tax on First Income Bracket (51 - $50,DOCl) @ 15%
47 Federal Tax on Second Income Bracket (s50,001 - $75,D00) @ 25%
48 Federal Tax on Third Income Bracket ($75,001 - $10D,000) @34%
49 Federal Tax on Fourth Income Bracket ($1Cl0,001 . $335,000) @ 39%
5D Federal Tax on Fifth Income Bracket ($335,001 -$10,000,000) @ 34%
51 Total Federal Income Tax
52 Combined Federal and State Income Tax (Las + L42)

53
54

Effective Tax Rate 32.88849
33.1430%

34.0000'A

56
57
58

Calculation of Interest Svnchronization
Rate Base (Schedule GWB-3, Col. (C), Ume 18)
Weighted Average Cost of Debt
Synchronized Interest (L45 x L46)



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09~0257
Test Year Ended December 31. 2008

Schedule GWB-3
SURREBUTTAL

RATE BASE _ ORIGINAL COST

STAFFCOMPANY
AS

FILED
STAFF

ADJUSTMENTS ADJUSTED

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $ $

$

11,829,041
5.110.028
6,719,013 $

11.829,041
5.110.028
6,719,013

4
5
6

Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization

Net CIAC

$ 5,376,456
1 .944.057
3.432.399

$ (238,782)

(238,782)

$ 5,137,674
1.944.057
3.193.617

7 Advances in Aid of Construction (AIAC) (861) 238.782 237.921

8 Imputed Reg AIAC

9 Imputed Reg CIAC

10 Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(323,602)
95.000

289.179 (34,423)
95.000

11 Cash Working Capital

12 Prepayments

13 Supplies Inventory

14 Projected Capital Expenditures

15 Deferred Debits

16 Purchase Wastewater Treatment Charges

17 Original Cost Rate Base $ 3.516.077 $ (289,179) $ 3,226,899

References
Column (A), Company Schedule B-2
Column (B): Schedule GWB-4
Column (C): Column (A) + Column (B)



o RICO UTlLlES. INC. WASTEWATER DIVISION
Jcket No. WS-02E76A-09-0257
st Year Ended December 31. 2008

Schedule GWB-4
SURREBUTTAL

JMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

ADJ #1 ADJ #2 ADJ #3
DESCRIPTION

COMPANY
AS FILED

STAFF
ADJUSTED

28
7

28.548

636.023
5.945.962

636.023
5.945.962

1.145.530
55.9B8

1.145.530
55.988

857.120
1.504.181

867.120
1.504.181

1 .006.848 1.006.848

68.869
110.454

68.869
1 10.454

4

PLANT IN SERVICE
351 Organization
352 Franchises
353 Land
354 Structures & Improvements
355 Power Generation
360 Collection Sewer Forced
361 Collection Sewers Gravity
362 Special Collecting Structures
363 Customer Services
364 Flow Measuring Devices
365 Flow Measuring Installation
366 Reuse Services
367 Reuse Meters And Installation
370 Receiving Wells
371 Pumping Equipment
374 Reuse Distribution Reservoirs
375 Reuse Trans. and Dist. System
380 Treatment & Disposal Equipment
381 Plant Sewers
382 Outfall Sewer Lines
389 Other Sewer Plant & Equipment
390 Office Furniture & Equipment

390.1 Computers and Software
391 Transportation Equipment
392 Stores Equipment
393 Tools, Shop And Garage Equip
394 Laboratory Equip
396 Communication Equip
398 Other Tangible Plant
398 Nogales WW Trmnt Capacity 427.000 427.000

Total Plant in Service 11.8290041 11.829.041

Accumulated Depreciation
Net Plant in Service (L58 - L 59) s

5.110.028
6_719.013

5.110.028
6.719.013

$ (238,782) 5.137.674
1.944.057
3.193.617

237.921

3 5,376,456
1.944.057
3.432.399

(861)
(238,782)
238.782

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC (L53 - L64)
Advances in Aid of Construction (AIAC)
imputed Reg Advances
imputed Reg CIAC
Deferred Income Tax Credits (Debits)
Customer Meter Deposits

(323,602)
95.000

289.179 (34,423)
95.000

Working Capital Allowance
Pumping Power
Purchase Wastewater Treatment Charges
Material and Supplies Inventory
Prepayments
Projected Capital Expenditures
Deferred Debits
Original Cost Rate Base $ 3,516,077 $ (289,179) 3.226.899



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No, WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB- 5
SURREBUTTAL

RATE BASE ADJUSTMENT #1 . ACCUMULATED DEFERRED INCOME TAXES

STAFF

DESCRIPTION
1 At December 31. 2008

$

COMPANY
AS

FILED
(323,502)
(323,502)

STAFF
AOJUSTMENT: ADJUSTED

289.179 (34,423)
289,179 $ (812,781)$

REFERENCES
Columns [A]: Company schedules
Column [B]: Column [C] less Column [A]
Column [C]: See testimony GWB



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS~02576A-09-0257
Test Year Ended December 31. 2008

Schedule GWB - 6
SURREBUTTAL

RATE BASE ADJUSTMENT #2 . ADVANCES IN AID OF CONSTRUCTION

STAFF

Description

COMPANY
AS

FILED
(861)

5.376.455
1

2

AIAC
CIAC

STAFF
ADJUSTMENTS

238.782
(238,782)

ADJUSTED
237.921

5.137.674

References
Column [A]: Amounts included in plant balances per filing
Column (B): Per Testimony GWB
Column (C): Column [A] less Column [B]





RIO RICO UTILIES, INC. WASTEWATER DIVISION
Docket No. WS-0267BA-09-0257
Test Year Ended December 31. 2008

Schedule GWB-10
SURREBUTTAL

OPERATING INCOME STATEMENT .. TEST YEAR AND STAFF RECOMMENDED

DESCRIPTION

COMPANY
TEST YEAR
AS FILED

STAFF
TEST YEAR

ADJUSTMENTS

STAFF
TEST YEAR

AS
ADJUSTED

STAFF
RECOMMENDED

CHANGES
STAFF

RECOMMENDED

1
2
3
4

$ 1,829,726 $ 1,829,726 (303,912) $ 1.525.814Water Revenues
Other Revenues
Other
Total Operating Revenues $ 1,829,976 $ 1.829.976 (303,912) s

17.426 48.005 65.431 65.431

$

$
$

14.304
298,008 (32,083)

14.304
265.925

14.304
265.925

175.196 175.195 175.196
$

25.781 25.781 25.781
$

26.817
12.021

(2,242) 24.575
12.021

24.575
12.021

(994)
41.667 41 .667 41.667

s

Salaries and Wages
Purchased Water and WwTreatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services »  Other
Contractual Services - Legal
Equipment Rental
Rents »  Building
Transportation Expenses
insurance - General Liability
Insurance - Vehicle
Regulatory Commission Expense
Reg.Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
income Tax

$
5

64.087
252,672

64.087
261.163 $

64.087
261,163

s
91 .705

308.456
(4,637)
(6,384)

87.068
302.072

(4,820)
(115,446)

$
$

82.248
186.626

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

Total Operating Expenses
Operating Income (Loss)

$
$

1 ,339_300
490,676

1.229.18910.156
(10,156) $

1 .349.456
480,520

(120,266)
(1 B3,646)

$
$

References
Column (A): Company Schedule C» 1
Column (B): Schedule GW B 11
Column (C): Column (A) + Column (B)
Column (D): Schedules GW B 2, Lines 29 and 37
Column (E): Column (C) + Column (D)



) RICO UTILIES. INC. WASTEWATER DIVISION
cket No. WS-02S76A-D9-0257
s\ Year Ended December 31. zoos

Schedule GWB~11
suRREau1'rAL

IMMARY OF OPERATING INCOME ADJUSTMENTS . TEST YEAR

(JI
Purchased Power Foreign Exchange Prupeny Taxes Rate Case

DESCRIPTION COMPANY
AS FILED

Deprecis\ion Exp
ADJ #2
GWB-13

Income Taxes
ADJ #5

GWB-15

Corporate Allocation
ADJ #7

Trans Exp
ADJ #8

GWB-1 g
STAFF

ADJUSTED

s 1,829.726 s s 1.829.7261 Water Revenues
2 Other Revenues
3 Other
4 Total Operating Revenues s 1.829.976 1.529.976

s

17.426 48.005 55.431

298008 (32.0B3)
14.304

265.925

175.196 175196

25.781 25,781

26_B1'l

12.021

(2,242) 24.575
12.021

(994)
41.657

64DB7
z52.s72 261.163

5 Salaries and Wages
6 Purchased Water and WW Treatment
7 Sludge Removal Expense
8 Purchased Power
9 Fuel lot Power Production

10 Chemicals
11 Materials and Supplies
12 Contractual Services
13 Contractual Sewices- Testing
14 Contractual Services - Other
15 Contractual Services - Legal
16 Equipment Rental
17 Rents - Building
18 Transportation Expenses
19 Insurance . General Liability
20 lhsurance - Vehicle
21 Regulatory Commission Expense
22 Reg.Comm Exp.. Rate Case
23 Miscellaneous Expense
24 Bad Debt Expense
25 Depreciation and Amortization
be Taxes Other Than Income
27 Property Taxes
CB Income Tax

(4,557)91 .705
308.456 (5,384) 302072

(4,537) (6,384) s
s

(994) s
s

(32,083)
32.083

s (2,242) 1.349.456
480.520

31 Total Operatlng Expenses
32 Operating Income (Loss)

$
s

1,339,300
490,675

s
s (48,005 (8,491) s

s
s



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB.-.J2
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #1 - RECLASSIFY POWER TO WATER

DESCRlPTlON
COMPANY
=RoposED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Purchased Power $ 17,426 $ 48,005 $ 65,431

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



) RICO UTILIES. INC. WASTEWATER DIVISION
cket No. WS-02676A-09-0257

Year Ended December 31. 2008

Schedule GWB-13
SURREBUTTAL

ERATING INCOME ADJUSTMENT #2- DEPRECIATION EXPENSE

DEPRECIATION DEPRECIATION
EXPENSEDESCRIPTION BALANCE

PLANT IN SERVICE
0.00%

M

28.548 3.33%
%

636.023
5.945.962 2.00%

M

12.720
118.919

1.145.530
55.988

22.911

B67.120
1.504.181

28.875
188.023

1.006.848

10.009
10.00%

%
8.33%
3.33%

12.50%
2.50%
2.50%
5.00%
5.00%
3.33%

50.342

68.869
110.454 6.67%

20.00° /<
20.00%

5.00%
10.00%
10.00%

351
352
353
354
355
360
361
362
363
364
365
366
367
370
371
374
375
380
381
382
389
390

390.1
391
392
393
394
396
398
398

Organization
Franchises
Land
Structures & improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installation
Reuse Services
Reuse Meters And Installation
Receiving Wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment a Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant a Equipment
Office Furniture 8< Equipment
Computers and Software
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Other Tangible Plant
Nogales WW Trmnt Capacity
Total Plant in Service

427.000
11.829041

4.72% 20.154
462.099

351
352
353

Less Non Depreciable Plant
Organization
Franchises
Land 0.00%

Net Depreciable Plant and Depreciation Amounts
Composite Depreciation Rate

$ 11,815,295 462.099

$ 5,137,674 200.935
261 .163
252.672

Amortization of Regulatory CIAC at Settlement Rate
Amortization of CIAC at Composite Rate
Staff Recommended Depreciation Expense
Company Proposed Depreciation Expense
Staff Adjustment 8





RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-0267GA-09-0257
Test Year Ended December 31. 2008

Schedule GWB-15
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #4 - PROPERTY TAX EXPENSE

$ 1 ,829,976
2

3.659.952
1 .829.976
5.489.928

3
1 .829.976

2
3.659.952

$ 1 .829.976
2

3.659.952
1 .526.064
5.186.016

3
1 .728.672

2
3.457.344

3.457.344
21 .0%

726.042
11.33%

$
$

3.659.952
21 .0%

768.590
11,33%
87.068
91 .705
(4,637)

1
2
3
4
5
e
7
8
9
10
11
12
13
14
15
16
17
18

19
20
21

Staff Adjusted Test Year Revenues - 2007
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP - 2008
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate - Obtained from ADOR
Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Company Proposed Property Tax
Staff Test Year Adjustment (Line 16 - Line 17)

Property Tax on Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Due to Increase in Revenue Requirement

$
$

82.248
87.068
(4,82o)

22
23
24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue (Line 22 / Line 23)

(4,820)
(303,912)
1.58596'%

REFERENCES
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue
Line 17: Company Schedule C~1, Line 27
Line 21: Line 19 - Line 20
Line 23: Schedu\e GWB-1. Line 8



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257

Test Year Ended December 31. 2008

Schedule GWB-16
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #5 . INCOME TAXES

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Income Taxes $ 308,456 $ (6,384) 302.072

References
Column (A), Company Schedule C-2
Column (B): Testimony GTM
Column (C): Column (A) + Column (B)



RIO RICO UTlLlES. INC. WASTEWATER DIVISION
Docket No. WS-02676A-09-0257
Test Year Ended December 31. 2008

Schedule GWB-17
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #6 - RATE CASE EXPENSE

DESCRIPTION
COMPANY STAFF
PROPOSED ADJUSTMENTS

STAFF
RECOMMENDED

Rate Case Expense (994) $

References
Column (A), Company Schedule C-1
Column (B): Testimony GWB
Column (C): Column (A) + Column (B)



Rm RICO UTILIES. mc. WASTEWATER DIVISION
Docket No. WS-02676A-09-D257
Test Year Ended December 31. 200B

Schedule GWB~18
SURREEUTTAL

OPERATING INCOME ADJUSTMENT #7 _ CORPORATE EXPENSE ALLOCATION

Corpoarle Casts
As Filed Per DR 4.2
Total Total
Budget Actual

s 2.008

Rio Rico
Total
Budget
2008

Total
AC*U3l

17.672 35.608
11.239
26.750
22.404
10.101

Audit
Tax Services
Legal
Other Professional Services
Management Fee »  Total
Uni! Holder Communications
Trustee Fees
Escrow a Transfer Agent Fees

10.457
15.B59
22.190
10.948

15.D'14
10.631

10.442
Licenses/Fees & Permits
Office Expenses
Depredation

5Q7.000
265.000
300.000
455.000
636.619
314.100
204.000

75.000
430.739
305.000
254.000
204.242

1.021 .609
322.446
767.451
565.649
642.771
289.796
129.000

71
299.586
140.852
BOB. 1 DI
211 .253

28,167

Total Admin Costs 3.950.700 5.269.582 137.703 168.464

Variance from Budget 1.319.182 30.761

Total Amount Charged in case 137.703

Percentage 3.49%

Total
Actuals Disalilowance

Amount

Costs Allocable
[Q APIF

Allowable Common
costs to 70 Companies

Allocation
(1/70)

Cost to be
Allocated Io Amount
Rio Rico in Filing

17572

Adjustment

91 .945
190.849
10.457 68.130 10.457

15.B59

(1)
(2)
(gt

1.43%

Staff Disallowances
Audit
Tax Services
Legal
Other Professional Services
Management Fee - Total
Unit Holder Communications
Trustee Fees
Escrow & Transfer Agent Fees

1.021.609
322.445
767.451
555.649
642.771
289796
129.000

10.948

140.852
15.014
10.631 (4)Licenses/Fees & Permits

Office Expenses
Depreciation

299586
140.852
8DB1D1
211.253

(919,448)
(118,437)
(6B1,295)
(565,649)
(642,771)
(289,796)
(129,000)

(71,356)
(299,586)
(140,B52)
(805,101)
(190,128) 19.013

1.43%
1.43%

M
1.43%
1.43%
1.43%

(16,358)
(9,067)
(9,483)

(15,859)
(22, 190)
(10,948)

(7. 11 al
(2,614)

(15,014)
(10,631 )

(8,853)
(6,847)

Total Admin Costs 5269882 342158 (4,856,431) 190.931 137.703 (134,975)

Currency Adj
US Dollars

(7,829)
(127,147)

Restated amounts
Water
Wastewater
Total

As Filed
s
s

102,960
34,747

137,707

Recomm
s 2,039
s 688
s 2,728

Adlusiment Adj
$ (100,921) $
s 134.0595 s
s (134,979) s

(95,067)
t32_083>

(127,150)

Per Direct Testimony
Water
Wastewater
Total

102.960
34.747

137.707

(101,597)

References
Column (A), Company Schedule C~Z Based on $3.95 M
Column (B): Company Response to DR GWB 4.2 Based on $5.27 M
Column (C): Company's Original Estimate of allocated cost

based on Budget, per filing
Column tD)1 Company's Revised Original Estimate of allocated costs

based on 2008 Actuals, per Company Response Io DR GWB 42
Column (E), Staff Recommended Disallowance
Column (F), Company Revised amount subject to allocation

less Staff Recommended disallowance
Column (G), Per testimony GWB, Staflls estimate of common

costs benefiting unregulated parties
Column (IH): Rio Rico is 1 of 70 companies held by the parent (AplF)
Column (l); Total amount allocable to Infrastructure
Column (J)1 Per Company response to Staff DR 4.2, Based on Budget Amounts
Column (K): Total amount allocable to infrastructure

(135,854)

(95,704)
(32,298)

(128,002)

Adjustment to be made
in Surrebutta!
Water
Wastewater
Total

102.960
34.747

137.707
60
61
62
63
64

Note

(1)
(2)
(3)
(4)

Cost specific to Canadian Tax Service
No indication on ledger that costs benefitted AZ
This account is used mostly for business development
Account used for charity, entertainment, etc

Note: At 'the last minute', Staff noted a minor computational error whereby the allocedons
to Water and Wastewater should have been $2,039 and sees, respectively, for a total of $2,728
instead of the $1 ,363 and $460, respectively, for a total of $1 ,823 used in Staff Direct Testimony
for differences of $676 and $228, respectively, and a total difference of $904 (all in Can dollars)
The net adjustment, or increase to expenses is $852 in US dollars, which is
not considered rnaleri e corrected in the surrebuttal testimony



RIO RICO UTILIES. INC. WASTEWATER DIVISION
Docket No. WS-02576A-09-0257
Test Year Ended December 31. 2008

Schedule GW B-19
SURREBUTTAL

OPERATING INCOME ADJUSTMENT #8 - TRANSPORTATION EXPENSE

LINE :CT COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

Transportation Expenses $ 26,817 (2,242) $ 24,575

References
Column (A), Company Schedule C-2
Column (B): Testimony GW B
Column (C): Column (A) + Column (B)



BEFORE THE ARIZONA CORPORATION COMMISSION

KRISTIN K. MAYES
Chairman

GARY PIERCE
Commissioner

PAUL NEWMAN
Commissioner

SANDRA D. KENNEDY
Commissioner

BOB STUMP
Commissioner

) DOCKET no. WS-02676A-09-0257in THE MATTER OF THE APPLICATION OF
RIO RICO UTILITIES. INC. POR A
DETERMINATION OF THE FAIR VALUE
OF ITS UTILITY PLANT AND PROPERTY
AND FOR INCREASES IN ITS WATER AND
WASTEWATER RATES AND CHARGES FOR
UTILITY SERVICE THEREON

)
)

DIRECT

TESTIMONY

OF

JIAN w. LIU

UTILITIES ENGINEER

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

DECEMBER 15. 2009



TABLE OF CONTENTS

INTRODUCTION

PURPOSE OF TESTIMONY

ENGINEERING REPORTS

RECOMMENDATIONS AND CONCLUSIONS

Rio Rico Utilities. Inc.
Rio Rico Utilities. Inc.

Water
Wastewater

EXHIBITS

Engineering Report for Rio Rico Utilities, Inc. - Water

Engineering Report for Rio Rico Utilities, Inc. - Wastewater
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1 INTRODUCTION

2 Q Please state your name and business address

My name is Jean W. Liu. My business address is 1200 West Washington Street, Phoenix

Arizona 85007

6 Q. By whom and in what position are you employed?

I am employed by the Arizona Corporation Commission ("Colnrnission" or "ACC") as a

Utilities Engineer - Water/Wastewater in the Utilities Division

10 Q How long have you been employed by the Commission

I have been employed by the Commission since October 2005

13 Q What are your responsibilities as a Utilities Engineer - Water/VVastewater?

My main responsibilities are to inspect, investigate and evaluate water and wastewater

systems. This includes obtaining data, preparing reconstruction cost new and/or original

cost studies,  investigative reports,  interpreting rules and regulations,  and to suggest

corrective action and provide technical recommendations on water and wastewater system

deficiencies. I also provide written and oral testimony in rate cases and other cases before

the Commission

21 Q How many companies have you analyzed for the Utilities Division?

I have analyzed more than 40 companies fulfilling these var ious responsibilit ies for

Utilities Division Staff ("Staff")

25 Q Have you previously testified before this Commission?

Yes. I have testified on numerous occasions before this Commission
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1 Q What is your educational background?

I am a Ph.D. Candidate in Geotechnical Engineering from Arizona State University

("ASU"). I have a Master of Science Degree in Natural Science from ASU and a Master

of Science Degree in Civil Engineering from Institute of Rock & Soil Mechanics

("IRSM"), Academy of Sciences, China

7 Q- Briefly describe your pertinent work experience

From 1982 to 2000, I was employed by IRSM, SCS Engineers, and URS Corporation as a

In 2000, I joined the Arizona Department of

10

Civil and Environmental Engineer.

Environmental Quality ("ADEQ"). My responsibilities with ADEQ included review and

approval of water distribution systems, sewer distribution systems, and on-site wastewater

I remained with ADEQ until transferring to the Commission intreatment facilities.

October 2005

15 Q Please state your professional membership, registrations, and licenses

I am a licensed professional civil engineer in teState of Arizona

18 PURPOSE OF TESTIMONY

19 Q What was your assignment in this rate proceeding

My assignment was to provide Staffs engineering evaluation of the subject rate

proceeding. I reviewed the Company's application and responses to data requests, and I

inspected the water and wastewater systems. This testimony and its attachments present

Staff's engineering evaluation. The findings of my engineering evaluation are contained

in the Engineering Reports that I have prepared for this proceeding. The reports are

included as Exhibits JWL-I and JWL-2 in this pre-tiled testimony
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1 ENGINEERING REPORTS

2 Q Please describe the information contained in your Engineering Reports

T he R ep or t s  a r e  d iv ided  in t o  t hr ee gener a l  s ec t ions 1) Executive Summary

2) Engineering Report Discussion, and 3) Engineering Report Exhibits. The Discussions

section for  Water  System can be further  divided into ten subsections: A) Location of

Company,  B) Descr iption of the Water  System, C) Maricopa County Environmental

S er v ices  D ep a r t ment  ( "M C E S D ")  C omp l ia nce or  AD E Q  C omp l ia nce,  D )  AC C

Compliance,  E) Arizona Department Of Water  Resources ("ADWR") compliance,  F)

Water Testing Expenses, G) Water Usage, H) Growth, I) Depreciation Rates, J) Other

Issues.  The Discussions section for Wastewater System is divided into eight subsections

A) Location of Company, B) Description of the Wastewater System, C) Wastewater Flow

D) Growth, E) ADEQ Compliance, F) ACC Compliance; G) Depreciation Rates, H) Other

Issues

15 RECOMMENDATIONS AND CONCLUSIONS

16 Q What are  Staffs conclusions and recommendat ions regarding the Company 's

operations

Staffs conclusions and recommendations regarding the Company's operations are listed

below

20

Rio Rico Utilities. Inc. - Water21

22
23
24

CONCLUSIONS

29
30

1. ADEQ regulates The Rio Rico Utilities, Inc. ("Rio Rico Utilities" or "Companies") Water
System under ADEQ Public Water System ("PWS") No. 12-011. Based on compliance
information submitted by the Company, the system has no deficiencies and ADEQ has
determined that the system is currently delivering water that meets water quality standards
required by Arizona Administrative Code, Title 18, and Chapter 4. (ADEQ report dated
June 3, 09)



Direct Testimony of Jean W. Liu
Docket No. WS-02676A-09-0257
Page 4

2. Rio Rico Utilities is located within the Santa Cruz Active Management Area ("AMA")
and is subject to its AMA reporting and conservation requirements. Staff received an
ADWR compliance status report in November 2009. ADWR reported that Rio Rico
Utilit ies iS currently in compliance with departmental requirements governing water
providers and/or community water systems

Staff concludes that the Rio Rico Utilities has adequate production capacity and storage
capacity to serve the existing customer base and reasonable growth

4. A check with the Utilities Division Compliance Section showed no delinquent compliance
items for Rio Rico Utilities

5. Rio Rico Utilities has approved Curtailment Plan and Backflow Prevention Tariffs on file
with the Commission

6.  Staff can not conclude that the proposed Hook Up Fee Tariff ("HUF") tariff is reasonable
and appropriate

7. The Company reported 855,207,000 gallons pumped and 767,792,000 gallons sold (aNd
used), resulting in a water loss of 10.22% for 2008

23
24
25

RECOMMENDATIONS

Staff recommends that Rio Rico Utilit ies use Staffs depreciation rates by individual
National Associa t ion of Regulatory Utility Commissioners ("NARUC") category as
delineated in Table B of Exhibit JWL- 1

30
2. Staff recommends the annual water testing expense of $27,451 reported by the Company

be used for purposes of this application

3. Staff recommends that the adoption of an installation charge of "At Cost" for all meter
sizes as delineated in Table C of Exhibit JWL- l

34

40

4. Staff recommends that the Company file with Docket Control, as a compliance item in this
docket, a detailed plan demonstrating how the Company will reduce its water loss to less
than 10 percent. If the Company finds that reduction of Water loss to less than 10 percent
is not cost-effective, the Company should submit a detailed cost analysis and explanation
demonstrating why water loss reduction to less than lG percent is not cost-effective. In
any event water loss shall not exceed 15 percent. The water loss reduction plan or the
detailed cost analysis, whichever is submitted, shall be docketed as a compliance item
within 90 days of a Decision in this matter

44

3.

1.

5. Staff recommends the proposed HUF tariff be denied
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Rio Rico Utilities. Inc. - Wastewater1

2

3

4

CONCLUSIONS

1 .  ADEQ r egu la t es  t he R io R ico Ut i l i t ies  wa s t ewa ter  t r ea tment  p la nt  under  Per mit
No. 14919. Per the November 12, 2009 Compliance Status Reports issued by ADEQ, the
system is in compliance with ADEQ requirements

2. A check with the Utilities Division Compliance Section showed no delinquent compliance
items. (ACC Compliance Section Email dated 11/13/09)

3.  Staff can not conclude that the proposed HUF tariff is reasonable and appropriate

14 4.  Staff concludes that  Rio Rico Utilit ies has adequate t rea tment  capacity to serve the
existing customer base and reasonable growth

18 RECOMMENDATIONS

20 1. It is recommended that the Company use the depreciation rates presented in Table G-1 by
individual NARUC category

22

24
2. Staff recommends adoption of an installation charge of "At Cost" for all service line sizes

as delineated in Table C of Exhibit JWL-2

3. Staff recommends the proposed HUF tariff be denied

28 Q Does this conclude your Direct Testimony

Yes. it does
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Engineering Report for
Rio RicoUtilities. Inc
Docket No. WS-02676A-09-0257 (Rates)

By: Jian W Liu
Utilities Engjng

December 15. 2009

EXECUTIVE SUMMARY

CONCLUSIONS

1. Arizona Department of Environmental Quality ("ADEQ") regulates Rio Rico Utilities
Inc. ("Rio Rico Utilities" or "Company")'s Water System under ADEQ Public Water
System ("PWS") No. 12-011. Based on compliance information submitted by the
Company, the system has no deficiencies and ADEQ has determined that the system is
currently delivering water that meets water quality standards required by Arizona
Administrative Code, Title 18, and Chapter 4. (ADEQ report dated June 3, 09)

Rio Rico Utilities is located within the Santa Cruz Active Management Area ("AMA")
and is subject to its AMA reporting and conservation requirements. Staff received an
Arizona Department at" Water Resources ("ADWR") compliance status report in
November 2009. ADWR reported that Rio Rico Utilities is currently in compliance with
departmental requirements governing water providers and/or community water systems

Staff concludes that the Rio Rico Utilities has adequate production capacity and storage
capacity to serve the existing customer base and reasonable growth

4. A check with die Utilities Division Compliance Senior showed no delinquent
compliance items for Rio Rico Utilities

5. Rio Rico Utilities has approved Curtailment Plan and Backflow Prevention Tariffs on file
with the Commission

6. Staff can not conclude that the proposed Hook Up Fee ("HUF") tariff is reasonable and
appropriate

2.

3.

7. The Company reported 855,207,000 gallons pumped and 767,792,000 gallons sold (and
used), resulting in a water loss of 10.22% for 2008



RECOMMENDATIONS

1. Staff recommends that Rio Rico Utilities use Staffs depreciation rates by individual
National Association of Regulatory Utility Commissioners ("NARUC") category as
delineated in Table B of Exhibit JWL- l

2. Staff recommends the annual water testing expense of $27,451 reported by the Company
be used for purposes of this application

3. Staff recommends that the adoption of an installation charge of "At Cost" for all meter
sizes as delineated in Table C of Exhibit JWL- 1

4. Staff recommends that the Company file with Docket Control, as a compliance item in
this docket, a detailed plan demonstrating how the Company will reduce its water loss to
less than 10 percent. If the Company finds that reduction of water loss to less than 10
percent is not cost-effective, the Company should submit a detailed cost analysis and
explanation demonstrating why water loss reduction to less than 10 percent is not cost
effective. In any event water loss shall not exceed 15 percent. The water loss reduction
plan or the detailed cost analysis, whichever is submitted, shall be docketed as a
compliance item within 90 days of a Decision in this matter

5. Staff recommends the proposed HUF tariff be denied
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LOCATION OF COMPANY

Rio Rico Utilities, Inc. ("Rio Rico Utilities" or "Company") is an Arizona public service
corporation authorized to provide water and wastewater service within portions of Santa Cruz
County, Arizona. On May 21, 2009, the Company filed an application with the Arizona
Corporation Commission ("Commission" or "ACC") to increase its rates for water service. Rio
Rico Utilities provided water service to 6,605 customers as of the test year ending December 31
2008. Figure l shows the location of Rio Rico Utilities within Santa Cruz County and Figure 2
shows the certificated area

DESCRIPTION OF THE WATER SYSTEM

The plant facilities were visited on November 5, 2009, by Jean Liu, Staff Utilities
Engineer, in the accompaniment of Martin Gallant, and Dara Mora of the Company

The drinking water system serving the community of Rio Rico is divided geographically
by the Santa Cruz River, which runs south to north. Twelve inch and sixteen inch transmission
mains cross the Santa Cruz River and allow the east and west sections of the water system to
operate as a single unit. The terrain is very hilly and consequently the water system is divided
into seven pressure zones at 150 feet intervals and dotted with about 26 small pressure tank and
booster stations, which are in addition to the major pumping and storage facilities. Six
groundwater wells provide the water source and feed into a lower pressure zone
groundwater is disinfected with elemental chlorine. Staff concludes that Rio Rico Utilities has
adequate production capacity and storage capacity to serve the existing customer base and
reasonable growth

(Tabular Description of Water System)

Well Data (active wells only)

Casing
Depth(ft)

Note: GPM = gallons per minute



Storage Tanks Pressure Tanks Booster Pumps
Capacity
(gallons)

Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

640,000 l 8,000 40 21
200,000 1 5,000 11 30 8

150,000 1 3,000 1 25 13

100,000 1 1,500 4 20 8

10,000 4 1,000 5 15 10

1,000,000 1 200 4 10 3

7.5 9

Total 2,130,000 3 2

Mains Customer Meters Fire Hydrants
Size inches Length (feet) Size (inches) Quantity Quantity
4 and Under 325,458 5/8x3Z1 6353 315

Over 4 1,478,264 3/4 8

1 86
1.5 18

2 49
3 18

4 5

6 2

Total 6,239

Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257
Page 2

ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY COMPLIANCE
("ADEQ")

ADEQ regula tes  the Company's  Water  System under  ADEQ Public Water  System
("PWS") #12-Ol l. Based on compliance information submitted by the Company, the system has
no deficiencies and ADEQ has determined that the system is currently delivering water that
meets water quality standards required by Arizona Administrative Code, Title 18, and Chapter 4
(ADEQ report dated June 3, 2009)

ARIZONA CORPORATION COMMISSION ("ACC") COMPLIANCE

A check wi t h t he Ut i l i t ies  Divis ion C ompl ia nce S ec t ion showed no del inquent
compliance items for the Company



Sum of Debit Amount
Originating MasterName TRX Date Total
Daniel A. Peria db Desert Delivery
Service

11/18/2008 102

12/11/2008 34
136Daniel A. Peria db Desert Delivery Service Total

Desert Delivery Service 1/29/2008 470

3/5/2008 105

3/12/2008 25

3/18/2008 25

3/24/2008 90

8/26/2008 588

9/23/2008 187

11/18/2008 119

12/16/2008 34

Desert Delivery Service Total 1643

1/21/2008 150

1/23/2008 7866

1/28/2008 3881

1/29/2008 150

2/21/2008 150

Rio Rico Utilities. Inc
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ARIZONA DEPARTMENT
COMPLIANCE

OF WATER RESOURCES ("ADWR")

Rio Rico Utilities is located within the Santa Cruz Active Management Area ("AMA")
and is subject to its AMA reporting and conservation requirements. Staff received an ADWR
compliance status report in November 2009. ADWR reported that Rio Rico Utilities is currently
in compliance with departmental requirements governing water providers and/or community
water systems

F WATER TESTING EXPENSES

The Company reported a total water testing expense of $27451 during the test year, and
provided the expenses in tabular form as follows. Staff reviewed these expenses and supporting
documentation provided by the Company. Staff recommends the Company's reported annual
water testing expense of $27451 be used for purposes of this application

Table A. Water Testing Cost

Tumor Laboratories. Inc



3/12/2008 40
3/25/2008 75

4/1/2008 2575

4/17/2008 1020

4/25/2008 150

5/13/2008 150

5/22/2008 150

6/3/2008 150

6/12/2008 80

6/18/2008 1020

6/24/2008 150

7/8/2008 285

7/17/2008 150

7/29/2008 150

8/13/2008 150

8/22/2008 150

9/12/2008 75

9/16/2008 150

9/25/2008 5600
10/24/2008 300
11/13/2008 80

11/24/2008 150

12/16/2008 150

12/17/2008 75

12/22/2008 150

12/29/2008 150

Tumor Laboratories, Inc Total 25672
Grand Total 27451

2/27/2008 150
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WATER USE

Water Sold

Based on the information provided by the Company, water use for the year 2008 is
presented below. The high monthly domestic water use was 446 gal/day per service connection
in June and the low monthly domestic water use was 238 gal/day per service connection in
March. The average annual usewas 310 gal/dayper service connection

Rio Rico Utilltnes
Water Usage 2008

Non-account Water

Non-account water should be 10% or less and never more than 15%. It is important to be
able to reconcile the difference between water sold and the water produced by the source. A
water balance will allow a water company to identify water and revenue losses due to leakage
theft, and flushing. The Company reported 855,207,000 gallons pumped and 767,792,000
gallons sold (and used), resulting in a water loss of 10.2200 for 2008
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Staff recommends that the Company tile with Docket Control, as a compliance item in
this docket, a detailed plan demonstrating how the Company will reduce its water loss to less
than 10 percent. If the Company finds that reduction of water loss to less than 10 percent is not
cost-effective, the Company should submit a detailed cost analysis and explanation
demonstrating why water loss reduction to less than 10 percent is not cost-effective. In any event
water loss shall not exceed 15 percent. The water loss reduction plan or the detailed cost
analysis, whichever is submitted, shall be docketed as a compliance item within 90 days of a
Decision in this matter

GROWTH

This Company experienced average annual growth rates of 8% from 1995 to 2007. In
this changing economic climate it is hard for Staff to predict what level of growth is reasonable
The Company estimates a much lower growth rate in the area, as a result of the economic down
turn in the economy. The company expects the customer base to grow at approximately 1% per
year for the next five years

DEPRECIATION RATES

Staff recommends that Rio Rico Utilities use Staffs depreciation rates by individual
National Association of Regulatory Utility Commissioners category as delineated in Table B of
Exhibit JWL- l



l
IDepreciable Plant

NARUC
Acct. No.

Average
Service Life

(Years)
_

304

Annual
Accrual

Rate (%)

3.33Structures & Improvements

305II Collecting & Impounding Reservoirs 40 2.50

2.50
1
1 306 Lake, River, Canal Intakes 40

307 Wells & Springs 30 3.33

Infiltration Galleries 15 6.67

2.00
IIRaw Water Supply Mains 50

Power Generation Equipment 20 5.00

Pumping Equipment 8 12.5

Water Treatment Equipment

3.33320.1 Water Treatment Plants 30

Solution Chemical Feeders 5 20.0

2.00

Distribution Reservoirs & Standpipes

Storage Tanks 45

Pressure Tanks 20

Transmission & Distribution Mains 50

Services 30
|

3.33
1

l 334 Meters 12 8.33

2.00335

6.67

I6.67

6.67

20.00

20.00

10.00
|

5.00

10.00

10.00

308

309

310

311
320

3.33

20.0

2.22

5.00

320.2

330

330.1

330.2

331

333

336 Backflow Prevention Devices 15

339 Other Plant & Misc Equipment 15

340 Office Furniture BL Equipment 15

340.1 Computers & Software 5

341I Transportation Equipment 5

342 Stores Equipment 25

343 Tools, Shop & Garage Equipment 20

344 Laboratory Equipment 10

345 Power Operated Equipment 20

346 Communication Equipment 10

347 Miscellaneous Equipment 10

348 I Qther Tangible Plant

Rio Rico Utilities. Inc
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Table B. Depreciation Rates

NOTES
1, These depreciation rates represent average expected rates. Water companies may experience different rates

due to variations in construction, environment, or the physical and chemical characteristics of the water

2. Acct. 348, Other Tangible Plant may vary from 5% to 50%.
accordance with the specific capital items in this account

The depreciation rate would be set in



Meter Size
Current

Service Line
Charges

5/8 x3/4-inch 370

1 Current
Total

Charges

Proposed
Service Line

Charges

Proposedll)
Meter
Charges

Proposed
Total

Charges

$500

$575

$660

3/4-inch 370 205I

1 -inch 420 I 240

At Cost At Cost At Cost
At Cost At Cost At Cost

1-1/2-inch 450 $900

$2,220

$2,960

$4,265

$7,750

At Cost
2-Meh 580 At Cost
3~inch 765 At Cost
4-inch 1,120 At Cost
6-inch 1,630 At Cost

450

$1,640

$2,195

$3,145

$6,120

$900

$2,220

$2,960

$4,265

$7,750
At Cost

At Cost At Cost
At Cost At Cost
At Cost At Cost
At Cost At Cost
At Cost At Cost

Rio Rico Utilities. Inc
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CURTAILMENT PLAN AND BACKFLOW PREVENTION TARIFF

Rio Rico Utilities has approved Curtailment Plan and Backflow Prevention Tariffs on tile
with the Commission

METER AND SERVICE LINE INSTALLATION CHARGES

The Company requested permission to change its service line and meter installation
charges. These charges are refundable advances and the Company proposes that all Service Line
installation charges be at "cost," as opposed to the current stated rates of between $370 and
$1,630 based on meter size. The reason for this request is that the Company is finding the actual
cost of installation far exceeds the existing tariff amounts, and can vary widely based upon the
length of the line installation

Because the water service area of Rio Rico Utilities is very hilly and because installation
costs can vary widely, Staff recommends adoption of an installation charge of "At Cost" for all
meter sizes as delineated in Table C of Exhibit IWL- l

Table C. Service Line and Meter Installation Charges

Current
Meter

Charges

At Cost

(1). Meter charge includes meter box or vault

Proposed Hook Up Fee Tariff

Rio Rico Utilities proposed the establishment of a hook-up fee ("HUF") tariff in this rate
application. The Company proposed an $1,800 hook-up fee per new 5/8" x 3/4" meter service
connection The Company however has not provided documentation to support its proposed HUF
fee amounts
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In order to calculate hook-up fees, and determine if proposed water plant items benefit the
entire water system, Staff sent a Data Request to the Company on July 10, 2009. The Company
refused to provide any documentation to support this proposed HUF tariffs. Therefore, Staff can
not conclude that the proposed HUF tariffs are reasonable and appropriate. Therefore Staff
recommends the proposed HUF tariff be denied
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EngineeringReport
Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257
(Rates)

By Jiao W Li

December 1-K2009

EXECUTIVE SUMMARY

CONCLUSIONS

l. Arizona Department of Environmental Quality ("ADEQ") regulates the Rio Rico Utilities
wastewater treatment plant under Permit No. 14919. Per the November 12, 2009
Compliance Status Reports issued by ADEQ, the system is in compliance with ADEQ
requirements

2. A check with the Utilities Division Compliance Section showed no delinquent
compliance items. (ACC Compliance Section Email dated ll/l3/09)

3. Staff can not conclude that the proposed Hook Up Fee ("HUF") tariff is reasonable and
appropriate

4. Staff concludes that Rio Rico Utilities has adequate treatment capacity to serve the
existing customer base and reasonable growth

RECOMMENDATICNS

1. It is recommended that the Company use the depreciation rates presented in Table G-l by
individual National Association of Regulatory Utility Commissioners ("NARUC")
category

2. Staff recommends adoption of an installation charge of "At Cost" for all service line sizes
as delineated in Table C of Exhibit JWL-2

3. Staff recommends the proposed HUF tariff be denied
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LOCATION OF COMPANY

Rio Rico Utilities, inc. ("Rio Rico Utilities" or "Company") is an Arizona public service
corporation authorized to provide water and wastewater service within portions of Santa Cruz
County, Arizona. On May 21, 2009, the Company filed an application with the Arizona
Corporation Commission ("Commission" or "ACC") to increase its rates for wastewater service
Rio Rico Utilities provided wastewater service to approximately 2,300 customers as of the test
year ending December 31, 2008. Figure l shows the location of Rio Rico Utilities within Santa
Cruz County and Figure 2 shows the certificated area

DESCRIPTION OF THE WASTEWATER SYSTEM

The plant facilities were visited on November 5, 2009, by Jiao Liu, Staff Utilities
Engineer, in the accompaniment of Martin Gallant, and Dara Mora of the Company

There are two separate wastewater systems. The major wastewater system consists of
collection mains and 5 large pumping stations. The wastewater from the last pumping station
enters the City of Nogales sewerage collection system where it co-mingles and eventually reaches
the Nogales International wastewater treatment facility. The Nogales International treatment
plant is owned and operated by the Unites States International Boundary and Water Commission
The City of Nogales pays fixed and commodity charges for the use of the international facility
Rio Rico then sub-contracts with the City of Nogales for capacity in the international facility and
pays sewer use fees directly to the City of Nogales

There is also a small wastewater system which serves the "Villas Unit 12" subdivision. It
consists of a single pumping station and an aerobic stabilization pond. This facility serves about
140 customers

Lift Station



4-inchI PVC 3,714

4-lnch
1

I

I

DI 120

6-inchI! PVC 19,946
6-inchi DI 693

II

I
E

Size Material Length (Feet)
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Service Laterals

WASTEWATER FLOW

Based on the information provided by the Company, wastewater flow for the year 2008 is
presented in Figure 3. Customers experienced a high monthly average wastewater flow of 212
GPD per connection and a low monthly average wastewater flow of 181 GPD per connection for
an average annual wastewater flow of 196 GPD per connection

Staff concludes that Rio Rico Utilities has adequate treatment capacity to serve the
existing customer base and reasonable growth

GROWTH

This Company experienced average annual growth rates of 6% from 1995 to 2007. In
this changing economic climate it is hard for Staff to predict what level of growth is reasonable
The Company estimates a much lower growth rate in the area, as a result of the economic down
tum in the economy. The company expects the customer base to grow at approximately 1% per
year for the next five years

ARIZONA DEPARTMENT
COMPLIANCE

OF ENVIRONMENTAL QUALITY ("ADEQ")

ADEQ regulates the Rio Rico Utilities wastewater treatment plant under Permit No
14919. Per the November 12, 2009 Compliance Status Reports issued by ADEQ, the system is
in compliance with ADEQ requirements

ARIZONA CORPORATION COMMISSION ("ACC") COMPLIANCE

A check with the Utilities Division Compliance Section showed .no delinquent
compliance items. (ACC Compliance Section Email dated ll/13/09)
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DEPRECIATION RATES

In recent orders, the Commission has been shifting away from the use of composite
depreciation rates in favor of individual depreciation rates by National Association of Regulatory
Utility Commissioners ("NARUC") category. (For example, a uniform 2.50% composite rate
would not really be appropriate for either vehicles or transmission mains and instead, different
specific retirement rates should be used.)

Staff has developed typical and customary depreciation rates within a range of anticipated
equipment life. These rates are presented in Table G-l and it is recommended that the Company
use these depreciation rates by individual NARUC category



354r Structures & Improvements 30 3.33

355 Power Generation Equipment 20 5.00
i 360 Collection Sewers - Force 50 2.0

10.0

Collection SeWers- Gravity 50

Special Collecting Structures 50

Services to Customers 50

Flow Measuring Devices 10

Flow Measuring Installations 10 10.00

Reuse Services 50 2.00

8.33Reuse Meters 84 Meter Installations 12

Receiving Wells 30 3.33

Pumping Equipment 8 12.50

Reuse Distribution Reservoirs 40 2.50

Reuse Transmisslon & Distribution System 40 2.50

Treatment & Disposal Equipment 20 5.0

Plant Sewers 20 5.0

Outfall Sewer Lines 30 3.33

Other Plant & Miscellaneous Equipment 15 6.67 I
Office Furniture & Equipment 15 6.67

Computers & Software 5 20.0
I 391 Transportation Equipment 5 20.0

Depreciable Plant
Average

Service Life
(Years)

361
362
363
364
365
366
367
370
371
374
375
380
381

! 382

389
390

390.1
I

Tools, Shop & Garage Equipment 20
Laboratory Equipment 10

Power Operated Equipment 20
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NARUC
Acct. No

Table G-1. Wastewater Depreciation Rates

Annual
Accrual Rate

(%)

Acct. 398, Other Tangible Plant may vary from 5% to 50% The depreciation rate
would be set in accordance with the specific capital items in this account



4-inchI
i 500

|

At Cost
6 inch1 650 At CostI

A I
8-inch 800

.
I At Cost |

1,000
1,200

l

!

I
I

Service Line Size
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SERVICE LINE INSTALLATION CHARGES

The Company requested permission to change its service line installation charges. These
charges are refundable advances and the Company proposes that all Service Line installation
charges be at "cost," as opposed to due current stated rates of between 28500 and $1,200 based on
service line size. The reason for this request is that the Company is finding the actual cost of
installation far exceeds the existing tariff amounts, and can vary widely based upon the terrain
and the length of the line to be installed

Because the wastewater service area of Rio Rico Utilities is very hilly and because
installation costs can vary widely, Staff recommends adoption of an installation charge of "At
Cost" for all service line sizes as delineated in Table C of Exhibit JWL-2

Table C. Service Line Installation Charges

Cu1Tent
Charges

Proposed
Charges

Proposed Hook Up Fee Tariff

Rio Rico Utilities proposed the establishment of a hook-up fee ("HUF") tariff in this rate
application. The Company proposed an $ l ,800 hook-up fee per new Service Lateral based on the
Equivalent Residential Unit of 320 gallons per day ("GPD"). The Company however has not
provided documentation to support its proposed HUF fee amounts

In order to calculate hook-up fees, and determine if proposed wastewater plant items
benefit the entire wastewater system, Staff sent a Data Request to the Company on July 10, 2009
The Company refused to provide any documentation to support this proposed HUF tariffs
Therefore, Staff can not conclude that the proposed HUF tariffs are reasonable and appropriate
and therefore recommends the proposed HUF tariff be denied
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EXECUTIVE SUMMARY
RIO RICO UTILITIES. INC

DOCKET NO. WS-02676A-09-0257

1. NON-ACCOUNT WATER

Staff recommends that Rio Rico Utilities be required to report in detail by March 8, 2010
how the 30.523 million gallons water used by the Company in 2008

Staff recommends that Rio Rico Utilities file, annually after the effective date of the
Decision in this matter, reports within 30 days of the end of each calendar year, with the
Commission's Docket control, which indicate the quantity of water pumped and sold each month
during the year. In the event the non-account water level for the Company exceeds 10% during a
reporting period, the Company shall report on the efforts taken to reduce water loss, such as
number of leaks repaired. If after three consecutive reports have been filed the Company's non
account water levels remain below the 10 percent threshold,Staff recommends that the reporting
requirement be eliminated

2. PROPOSED HOOK UP FEE TARIFF (ccHuF>s)

Staff continues to recommend the proposed HUF tariffs be denied
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1 INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is Jean W. Liu. My job title is Water/Wastewater Engineer. My place of

employment is the Arizona Corporation Commission ("Commission"), Utilities Division

("StafF'), 1200 West Washington Street, Phoenix, Arizona 85007

7 Q Are you the same Jean W. Liu who filed direct testimony in this case

10 Q What is the purpose of your Surrebuttal Testimony in this proceeding

The purpose of my Su1Telbuttal Testimony in this proceeding is to respond, on behalf of

Staff, to the rebuttal testimony of Rio Rico Utilities ("Company") witness, Mr. Gregory S

Sorensen, regarding the unaccounted water, and hook up fee tariffs

15 NON-ACCOUNT WATER

16 Q Does the Company admit that it water loss exceeds Staff's recommended threshold?

Yes, the Company admits that the unaccounted water for 2008 was 10.22 percent

19 Q Did the Company propose any adjustments to account for some of the lost water?

Yes, the Company originally reported 843,205,000 gallons pumped and 735,442,000

gallons sold in 2008, resulting in a water loss of 12.78% for 2008. Rio Rico Utilities, in its

response to data requests JWL 1.5 in July 2009, stated that Company used 30.523 million

gallons water for flushing pipes, cleaning tanks, etc. Therefore, the water loss is reduced

to approximately 10%
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system. The determination of a reasonable hook-up fee amount is based on the off-site

plant  tha t  will  be needed to meet  future growth divided by the ult imate number  of

connections that can be served by the required plant

5 Q Is the Company a good candidate for hook up fees

Staff does not believe that Rio Rico Utilities water system is a good candidate for hook~up

fees. In order to make sure the proposed water plant items benefit the entire water system

Staff must know what water plant items would be funded using the Company's proposed

hook-up fees. The water system for Rio Rico Utilities is divided into seven pressure zones

at 150 feet intervals. Because of the variances in pressure zones, it is very likely that some

future water plant items would be to support the higher pressure zones. Such plant would

not be of benefit to the water system as a whole

14 Q Was the Company able to adequately demonstrate a need for hook up fees

No.  At tachments  2 and 3 to my sur rebut ta l tes t imony clear ly demonstra te tha t  the

Company has failed to provide adequate documentation to support its proposed HUF

tariffs. When asked,  the Company could not  provide a  lis t  of capita l expenditures

detailing the plant items in support of its request for a hook up fee. While Me Company, in

response to Staff data request JWL 1.14, indicated that it  believes that "development

should help pay for itself and the utilization of a HUF would assist in this manner", the

Company did not provide any detail of any plant items, engineering analysis or studies to

demonstrate the need for capital expenditures to be funded with hook up fees. In response

to JWL 1.12, while the Company lodged an objection, it  nevertheless responded: "The

Company does not know at this time what capital expenditures will be funded with funds

collected under the HUF tariff if approved, however, the general type of plant to be funded

is described in the proposed form of tariff
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1 Q Do you have any comments on the Company's proposed form of HUF tariff for the

water and wastewater division?

Yes. The Company°s proposed form of tariff differs from the standard tariff found on the

Commission's website. For instance, the Company's proposed tariffs reference in several

places that additional funds may be required from an applicant for plant. The hook up fee

should be calculated to cover all necessary Off-site Facilities

8 Q Does Staff have a recommendation"

If the Commission decides to allow a hook up fee tariff for Rio Rico Utilities, the

Company should be required to use the standard hook up fee tariff form

12 Q. Did you attempt to address every issue the Company raised in its rebuttal testimony

No. Staff limited its discussion to the specific issue as outlined above. Staffs lack of

response to any issue in this proceeding should not be construed as agreement with the

Company's position in its rebuttal testimony, rather where there is no response, Staff

relies on its original direct testimony

18 Q Does this conclude your surrebuttal testimony

Yes. it does
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ARIZONA CORPORATION COMMISSION

July 10, 2009

Via E-mail and United States Mail

Mr. Greg Sorensen
12725 West Indian School Road
Suite D-101
Avondale. Arizona 85392

Mr, Thomas Bourassa
139 West Wood Drive
Phoenix, Arizona 85029

Re Staffs First Set of Data Requests to Rio Rico Utilities, Inc., Docket No. WS-02676A-09-0257

Dear Mr. Sorensen

Please treat this as StafFs First Set of Data Requests to Rio Rico Utilities, Inc. in the above matter

For purposes of this data request set, the words "Rio Rico Utilities, Inc," "Company," "you," and 'our
refer to Rio Rico Utilities, Inc. and any representative, including every person and/or entity acting widl, under the
control o£ or on behalf of Rio Rico Utilities, Inc. For each answer, please identify by name, title, and address each
person providing information that forms the basis for the response provided.

These data requests are continuing, and your answers or any documents supplied in response to diesel data
requests shown be supplemented with any additional information or documents that come to your attention after you
have provided your initial responses

Please respond within ten calendar days of your receipt of the copy of this letter. However, if you require
additional time, please let us know

Please provide one hard copy as well as searchable PDF,DOC or EXCEL_files (via email or electronic
9 of the requested data directly to each of thefollawing addressee:viaovernight delivery services to

Jiao Liu, Utilities Division, Arizona Corporation Commission, 1200 West Washington Street
Phoenix. Arizona 85007

Amanda Ho, Staff Attorney, Arizona Corporation Commission, 1200 West Washington Street
Phoenix. Arizona 85007

Sincerely

o

A"inanda Ho
Staff Attorney, Legal Division
(602) 542-3402

Enclosure

CC Gerald Tremblay
Jay Shapiro, Esq

12ND WEST WASHiNGTON STREET: PHOENIX, ARXZONA B50D7-2927 I40!) WEST CONGRESS STREET; TUCSON, ARIZONA B57D1 -1347

.cc.state,az.us



ARIZONA CORPORATION commlsslon
STAFF'S FIRST SET OF DATA REQUESTS TO

RIO RICO UTILITIES. INC
DOCKET no. WS-02676A-09-0257

JULY 10. 2009

Subject: All information responses should ONLY be provided in searchable PDF, DOC or
EXCEL files via email or electronic media

Please provide a copy of the Arizona Department of Water Resources ("ADWR")
Water Provider Compliance Stars Report for the Company's water system

Please provide a copy of Arizona Department of Environmental Quality (ADEQ)
Compliance Status Report for the Company's water and wastewater systems

How many connections does the Company expect to add each year for the next
five years beginning 'm :2009 for each of Company's systems (both Water and
Wastewater)'?

The Company submitted its Water Use Data Sheet by Month from Jan 08 to Dec
08. For July 08, it reports that the gallons sold was 74,998,000, and the gallons
pumped was 65,791,000. There was 9 million more gallons of water sold than
gallons pumped for that month. This is impossible (assuming there isn't another
water source not identif ied). Please explain and verify the correctness of this
figure

The Company reported 843,205,000 gallons pumped and 735,442,000 gallons
sold in 2008, resulting in a water loss of 12.78% for 2008. Please explain

Please submit ADEQ's Monitoring Assistance Program ("MAP") invoice if
Company participated aNs program in 2008

JWL 1.7 Please use Arizona Corporation Commission's ("ACC") TARIFF SCHEDULE
Revised OH 1/8/2009 for Compa.ny's WATER OFF-SITE HOOK-UP FEE
application. This form is located at ACC's Website
(hOp:// .ucc gov/Divisions/Utilities/forms/HUF__Taxiff_updated_1-8
09%20_Water_.pdf)

Please use ACC's TARIFF SCHEDULE Revised on 6/10/2009 for the
Company's WASTEWATER OFF-SITE HOOK-UP FEE application. This form
is located at ACC's Website
(http://www.a.zcc. gov/Divisions/Utilitieslfom1s/HUF_Tariflf_Wastewater_6-10
o9.pd1o

Please provide a list of the capital expenditures that would be funded using the
Company's proposed hook-up fees for both Water and Wastewater systems



ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET GF DATA REQUESTS TO

RIO RICO UTILITIES. INC
DOCKET no. WS-02676A-09-0257

JULY 10. 2009

Subject: All information responses should ONLY be provided in searchablePDF, DOC or
EXCEL files via email or electronic media

JWL 1.10 Please provide a detailed description of the plant items included in the capital
expenditures listed above. This description should include justification of need
and the scheduled plant construction start and in-service dates. Provide copies of
any engineering analysis or studies that were prepared in support of the proposed
plant additions for both Water and Wastewater systems

JWL 1.11 Descr ibe i n deta i l  how the subject  capi ta l  expendi tures were used to
develop/calculate the Company's proposed hook-up fee amounts both Water and
Wastewater systems

JWL 1.12 Please explain in detail how proposed water plant items benefit the entire water
system

Please explain in detail how proposed wastewater plant items benefit the entire
wastewater system

JWL 1.14 Why does the Company believe that its systems are a good candidate for die
hook-up fee tariff? Please explain the benefits and drawbacks for the Rio Rico
Utilities, Inc. wide the proposed hook-up fee tariff





Jean Liu

Subject

BIRK, WHITNEY [WBIFRK@ FCLAW.com]
Thursday, July 16, 2009 5:39 PM
Amanda Ho, Jean Liu, Karyn Christine
SHAPIRO. JAY
RRUI (09~0257) - objections to Staff's 1st set DAS

Importance

Attachments RRUI - Response to Staff 1st DR (09-0257)_v1 .pd

RRUI - Response to
Staff 1st D

Attached is the response document for Staff' s first set of data requests to
Rio Rico. Objections to data requests 1.7-1.13 have been inserted
The Company will provide responses by Thursday, July 23rd

Whitney Birk | Certified Paralegal | Fennemore Craig, P.C
3003 North Central Avenue, Suite 2600 | Phoenix, AZ 85012-2913 |
T&l: 602.916.5720 I Fax: 602.916.5920
Fennemore Craig, P.C
Denver | Las Vegas | Nogales | Phoenix I Tucson www.FennemoreCraig.com

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we
inform you that, to the extent this communication (or any attachment) addresses any tax
matter, it was not written to be (and may not be) relied upon to (i) avoid tax-related
penalties under the Internal Revenue Code, or (ii) promote, market or recommend to another
party any transaction or matter addressed herein (or in any such attachment) . For
additional information regarding this disclosure please visit our web site

CONFIDENTIALITY NOTICE; The information contained in this message may be protected by the
attorney-client privilege. If you believe that it has been sent to you in error, do not
read it. Please immediately reply to the sender that you have received the message in
error. Then delete it. Thank you





Thanks

Whitney Birk | Certified Paralegal | Fennernore Craig, P.C

Rio Rico Utilities hereby submits its responses to data requests JML 1.1 through 1.6. Provided herewith is the
response document, along with attachments to 1.1, 1.2, 1.3, and 1.5

Tel: 602.916.5720 lF3.xI 602.916.5920

Responses to 1.11 and 1.14 are forthcoming

3003 North Central Avenue, Suite 2600 I Phoenix, AZ 85012-2913 |

Please let us know if you have any questions

FEm1~;~18m0>E CRAIG

Jean Liu

BIRK, WHITNEY [WBIRK@FCLAW.cOm]

Thursday, July 23, 2009 12249 AM

aho@azcc.goc, Jean Liu, Kan/n Christine

SHAP\F{O. JAY

Subject RRUI (09-0257) - responses to Staff DRs 1.1-1 .6

Attachments: JWL 1.01_ADWR gpcd comp1iance.pdf, JWL 1.02 Water Compliance Status.pdf, JWL 1.02
WW Compliance lisp V-12.pdf, JWL 1.02 WW Compliance lisp v-1s.pdr, RRUI Response to
Staff's 1st set DRs.pdf, JWL 1 03 Projected Growth.xls, JWL 1.05 RRUI Sold and
Unaccounted for Water 2008.xls

r

Page 1 of 1

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we inform you that, to the
extent this communication (or any attachment) addresses any tax.matter, it was not written to be (and may not be) relied upon to
(i) avoid tax-telated penalties under the Internal Revenue Code, or (ii) promote, market or recommend to another party any
transaction or matter addressed herein (or in any such attachment). For additional information regarding this disclosure please visit
our web site

CONFIDENTIALITY NOTICE: The information contained in this message may be protected by the attorney-client privilege. If you
believe that it has been sent to you in error, do not read it. Please immediately reply to the sender that you have received the

message in error. Then delete it. Thank you

2/3/2010



RIO RICO UTILITIES INC
DOCKET no. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATAREQUESTS

July 23, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: JWL 1.1

Please provide a copy of the Arizona Department of Water Resources ("ADWR")
Water Provider Compliance Status Report for the Company's water system

RESPONSE: Please see the attached document

Q.

2Z15543.I



ARIZONA DEPARTMENT OF WATER RESOURCES
3550 North Central Avenue. Phoenix. Arizona 85012

Telephone 602 771-8500
Fax 602 '771~8681

I nrrrr onus I

October 24. 2008
9E@ElvE@

Janet Napolitano
Governor

Herbert R. Guenther
Director

:Nov ® 6 flawRio Rico Utilities Inc
Attn: Dara Mora
1060 Yavapai Ste. 9
Rio Rico. Az 85648

9K3 9191321 *J;TiLiTlF=-Z3

Notification 2000 through2006 Gallons per Capita per Day (GPCD)

Dear Ms. Mora

The Santa Cruz Ame has completed its review of your 2000 dirough 2006 Annual Water Withdrawal and
Use Reports. Based on the reported water use and the service area population estimate for your system for
those years, the Department has calculated both the Annual Total GPCD Requirement and the Annual Total
GPCD rate and has adjusted your flexibility account balance accordingly. The Department has also
calculated the total Lost and Unaccounted for water percentage for your system in those years. The purpose
of this letter is to notify you of the status of your system's compliance with the Third Management Plan
Conservation Requirements for Large Municipal Providers (see Table 1)

The actual calculations used to determine the Annual Total GPCD Requirement, Annual Total GPCD rate
and total Lost and Unaccounted for water and flexibility account balance for your system for each year are
included in the enclosed attachments

The flexibility account balance began in calendar year1992 at the beginning of the Second Management
Plan. The flexibility account balance is carried forward and adj used based on the water use each calendar
year. However, the annual balance is subject to the following limitations: the maximum allowable credit
forwarded may not exceed 30 GPCD, the maximum allowable debit forwarded may not exceed ~l0 GPCD
If your flexibility account is in a debit situation and exceeds the maximum allowable debit -10 GPCD, you
are in violation of the total GPCD requirement

Lost and unaccounted for water is water that is lost from the system during transportation or distribution due
to seepage, evaporation, leaks, breaks, phreatophyte use or other causes. It is calculated by subtracting
metered or estimated water deliveries from total water withdrawn, diverted or received during the year
Large providers are required by the management plan to limit their annual lost and unaccounted for water to
ten percent of the total amount of water withdrawn, diverted or received during the year

Based on the information provided to the Department in die Animal Water Wididrawal and Use Reports for
your system, the Department has determined that Rio Rico Utilities Inc. is currently in compliance with the
Annual Total GPCD Requirement and the allowable Lost and Unaccounted for Water percentage from the
years 2000 through 2006

89 Painted au recycled paper. Each ton of recycled paper saves 7,000 gallons of water



If you have any questions regarding this matter, please contact Nick Kill at 520-761-1814

Sincerely

Alee a
Area Director
Santa Cruz AMA

44

Barcenas

89 Printed on recycled paper. Each tau of recycled paper saves 7,000 gallons of water



RIO RICO UTILITIES INC
DOCKET no. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 23, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: ILL 1.2

Please provide a copy of Arizona Department of Environmental Quality (ADEQ)
Compliance Status Report for the Company's water and wastewater systems

RESPONSE: Please see the attached documents

Q.

2215543.1
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ARIZONA DEPARTMENT

ENVIRONMENTAL QUALITY

janlce K. Brewer
Governor

1110 West Washington Street Phoenix, Arizona 85007
(602) 771 -2300 I wwvv.azdeq.gov Patrickj. Cunningham

Acting Director

.Tune 5.  2009 QEKTZQEWE@ lisp.#: . 141058

APP Pellnit#: Type 1.09 General

Rio Rico Utilities, Inc
Attention: Dara Mora
1060 YavapaiDr., Suite 9
Rio Rico. Arizona 85648-4165

3'9m\&$

Subj ectl APP Wastewater Compliance Inspection of the Josephine Canyon Wastewater Treatment
Facility (aka Villas No. 12 TF), Place ID #112963

Dear Ms. Mora

Enclosed is a copy of an Inspection Report prepared by Raymond D. Morgan of our staff concerning the
referenced facility. An inspection was performed on June 3, 2009, in accordance with Arizona Revised
Statutes (A.R.S .) §49-241 et seq. and with the Arizona Administrative Code (A.A.C.) R18-9-1 Of et seq

No deficiencies were found in the operation, maintenance or certified op orator status of this system at the
time of inst action. No further action will result iron this inspection. However, if information regarding
violations is discovered, or if violations occur, ADEQ may reconsider its position and take additional
action as appropriate and as allowed by law

Please call Raymond D. Morgan at (520) 628-6733, if you have any fL1rt&1er questions regarding this
report

Sincerely

an D. m°cmh-,?i»?Ef
Regional Compliance Manager
Southern Regional Office

xo: Cynthia Campbell, Manager, WQCS, WQD, ADEQ
Miehe1eiRobertson,-Manager,GPS, WQD, ADEQ
Sentailmz. Gourity Health Dap artmelit

Northern Regional Office
1801 W Route 66 l Suite TI 7 l Flagstaff, AZ

8600]
(928) 779-03ll 3

MW; 8, 2093

Southern Regional Office
400 West Congress Street o Suite 433 I Tucson, AZ

85701
(520) 628-6733
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INSPECTION REPORT . WASTEWATER

APP #1

AZPDES #

Type 1.09 GP

INSPECTION #1 141058

FACILITY;

INSPECTED BY:

ACCOMPANIED BY:

OPERATORZ

Josephine Canyon WWTF

Raymond D. Morgan

Dara Mora & Ruben Alcantar

Martin Gallant

INSP. DATE:

COUNTY:

6/3/09

Santa Cruz

This system meets the requirements of the following pelTnits YES NO N/A

A. Ground Water Protection Pennie

B. Aquifer Protection Permit.....

Reuse Penmt

..(Type 1.09 General Permit)

D. General Permit

F. Unified Pennit.................................

The effluent quality of this system meets ADEQ and USEPA Standards

The method of effluent disposal is in accordance with ADEQ and USEPA

The operator of the system holds the required certification as required by ADEQ rules

This facility met the ADEQ standards for physical facilities, at the time of the inspection

System D es cription
The system consists of three treatment lagoons with pa combined design capacity of 45,000 god, a lift station and a collection system
serving 178 comwcdons at the present time. The actual flow to the lagoons is very low

Inspector Comments
In general, the operating conditions of the wastewater treatment system looked good. My comments are listed as follows
1. There was minimal odor and the top of the semis and die inside of the berms were generally clear of vegetation except light

next to the water surface
2. One lagoon has a small amount of wastewater in it and tlieotlier two are completely dry
3. The lift station supplying wastewater to the WWTF had minimal odor but all exposed metal was severely corroded
4. The water spigot at this facility has a reduced pressure backflow prevention assembly installed upstream of it
5. A degreasing compound is being added to the lift station
6. The present wastewater flow ranges from 1,100 to 1,200 god

1.

2.

4.

3.

5.

Summary
The results of this inspection indicate that at this time your wastewater treatment facility does not appear to have any operation
maintenance, 111o1u'tofing or reporting deficiencies according to the Arizona Department of Environmental Quality rules and
1'egu1at'ions

c.

E.



ARIZONA DEPARTMENT

ENVIRONMENTAL QUALITY

Janice K. Brewer
Governor

1110 West Washington Street l Phoenix, Arizona 85007
(602) 771 -2300 I .azdeq.gov Patrick j. Cunningham

Acting Director

§~8lf38@l"$El'v'EE.°?
II1SP_#; 1 4 1 0 6 6

June 5. 2009
JUN 2003 APP Permit #z Ty pe  1 .09  Ge ne ra l

Rio Rico Utilities. Inc
Attantionz Dara Mora
1060 Yavapai Dr., Suite 9
Rio Rico. Arizona 85648-4165

UT3EJ'J'8ES

Subj act: APP Wastewater Co111p1ia11ce Inspection of the Peck Canyon Wastewater Treatment
Facility; Place ID #1597

Dear Ms. Mora

Enclosed is a copy of an Inspection Report prepared by Raymond D. Morgan of our staff concerning the
referenced facility. An inspection was perfonned on June 3, 2009, in accordance with Arizona Revised
Statutes (A.R.S .) §49-241 et seq. and with the Arizona Administrative Code (A.A.C.) Rl8-9-101 et seq

No deficiencies were found in the op aeration, maintenance or certified operator status of this system at the
time of inspection, No ilr ther action will result from this inspection. However, if information regarding
violations is discovered or- if violations occur, ADEQ may reconsider its position and take additional
action's appropriate and as allowed by law

Please call Raymond D. Morgan at (520) 628-6733, if you have any further questions regarding this
report

Sincerely
» -'-7 '1

§;oM'airtin D. mccmhfief'
Regional Compliance Manager
Southern Regional Office

xo; Cynthig.camplQe11, Ma11a.ger,-yKQQs, W QD; ADEQ

M§éh¢£¢.1&°b.¢rts°4» MH4,@8¢f'-. $3?.S4=WQD,..AQEQ
s§nt2;'Q1¢i;.--cb4my'He%1tp ]epi4't111ént.

9 1 .1

Northern Regional Office
1801 W Route 66 l Suite H7 I Flagstaff, AZ

86001
(928) 779-031 3

Southern Regional Office
400 West Congress Street l Suite 433 I Tucson, AZ

85701
(520) 628-6733
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INSPECTION REPORT .-. WASTEWATER

APP #z

AZPDES #

Type 1.09 GP

INSPECTION #1 141066

FACILITY:

INSPECTED BY:

ACCOMPANIED BY:

OPERATOR!

Peck Canyon WWTF

Raymond D. Morgan

Dara Mora 84 Ruben Alcantar

Martin Gallant

INSP. DATE:

COUNTYZ

T.F. GRADE

c.s. GRADE

6 / 3 / 0 9

S an t a  Cruz

1

Z

1 . This  sys tem meets  the 1'equi1'ements  of  the fol lowing permi ts

A . Ground Wat er  P ro t ec t i on  P erm i t

YES NO N/A

B. Aquifer Protection Pe1Tnit......(Type 1.09 Genera l  Pe1Tni t )

Reuse Per rut

5

. e n m t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

1 1 1 e m i . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

5.

F .

The effluent quality of this system meets ADEQ and USEPA Standards

The method of effluent disposal is in accordance with ADEQ and USEPA

The operator of the system holds the required certification as required by ADEQ rules

This facility met the ADEQ standards for physical facilities, at the time of the inspection

System Description
The system consis ts  of  three t reatment lagoons used for emergency storage only ,  four pump stat ions and a col lect ion system
The lagoons  are located nex t  to pump s tat ion # 5.  I f  pump s tat ion # 5 fai ls ,  the f low can eas i ly  be diverted into the lagoons
wi t h  t he  us e  o f  a  po r t ab l e  pum p.  P um p s t a t i on  #  5  d i s c harges  t o  pum p s t a t i on  #  3 .  F l ows  t o  pum p s t a t i on  # 3  c an  be
diver ted back  to  pump s tat ion # 5 and then in to the lagoons ,  i f  necessary .  Pump s tat ion # 3 normal l y  d ischarges  to  pump
s t a t i on  # 2  wh i c h  i n  t um  d i s c harges  t o  pum p s t a t i on  # L  T he  f l ow f rom  a l l  t he  ups t ream  pum p s t a t i ons  and  as s oc i a t ed
col lec t ion sys tem is  then pumped to the Nogales  In ternat ional  Was tewater  (WWTF) f rom pump s tat ion # l  ,  t he las t  pump
s t a t i on .  The  was t ewat e r  f l ow ranges  f rom  400 , 000  t o  450 , 000  god .  There  a re  approx i m at e l y  2 , 000  c onnec t i ons  t o  t he
wastewater col lec t ion sys tem at  the present  t ime

2.

3.

4.

Inspector Comments
The  opera t i ng c ond i t i ons  o f  t he  was t ewat e r  t rea t m en t  s y s t em  and  t he  downs t ream  pum p s t a t i ons  l ook ed  good .  M y
cont inents  are l is ted as  fol lows
1.  The t op and ins ide o f  t he  s emis  were  c lear  o f  deep rooted v egeta t i on

2 .  E nz y m es  were  be i ng d i s c ha rged  t o  t he  we t  we l l  a t  pum p s t a t i on  # 3  t o  p rev en t  hy d rogen  s u l f i de  genera t i on  and
assoc iated odors
A  degreas ing compound is  be ing added to  the ptunp s tat ions

A  backup pump i s  i n  i nventory  f or  use i f  needed
3 .

4 .

C.

E.



Inspection Report - APP Wastewater
Juice 5. 2009
Page 2 off

Summary
The results of this inspection indicate that your wastewater treatment facility has no apparent operation, maintenance
or certified operator deficiencies at aNs time according to the Arizona Department of Environmental Quality mies
and regulations



RIO RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 23, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: JWL 1.3

How many connections does the Company expect to add each year for the next
five years beginning in 2009 for each of Company's systems (both Water and
Wastewater)?

RESPONSE: With the current state of the economy, it is very difficult for anyone to
confidently predict future growth rates. For planning purposes, the Company looks at
low, middle, and high growth rate estimates. This uses a conservative 1% rate,  a
moderate 3% rate, and a 5% rate which is closer to, but still less than, the prior 5 years
growth ra tes of approximate ly 8% water  and  6 .5% sewer .  and  which now seems
aggressive given the current real estate market. Please see the attached excel file

Q.

2215543.1





RIO RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

Ju1y 23, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: ILL 1.4

The Company submitted its Water Use Data Sheet by Month from Jan 08 to Dec
08. For July 08, it reports that Me gallons sold was 74,998,000, and the gallons
pumped was 65,791,000. There was 9 million more gallons of water sold than
gallons pumped for that month. This is impossible (assuming there isn't another
water source not identified). Please explain and verify the correctness of this
figure

RESPONSE: The Company bills in two cycles, which happen not to coincide with month
end. The "gallons sold" figure is based on these bills, which are generated from customer
meter reads performed on various days throughout die month. On the other hand, the
gallons pumped" figure is derived from meter reads on wells taken at the end of each

month. Theretlore,in any given month, there might be a difference between gallons sold
and gallons pumped, which has nothing to do with error, but rather, timing. It is more
accurate to consider these figures over a 12 or 24 month period. The figures are correct
(except for the inadvertent exclusion of "company use" water, which is explained in the
response to data request JWL 1.5)

2215543.1



RIO RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 23, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 w Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: JWL 1.5

The Company reported 843,205,000 gallons pumped and 735,442,000 gallons sold
in 2008, resulting in a water loss of 12.78% for 2008. Please explain

RESPONSE: Please see the attached spreadsheet..The figures originally submitted did
not take into consideration the water used by the Company, which amount should be
excluded from the water loss calculation. This water is used for flushing pipes, cleaning
tanks, etc. This reduces the water loss to approximately 10%

Q.

22155431
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RIO RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 23, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: JWL 1.6

Please submit ADEQ's Monitoring Assistance Program ("MAP") invoice if
Company participated this program in 2008

RESPONSE: The Company does not participate in ADEQ's MAP

Q.

2215543.1



R10 RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TC STAFF'S FIRST SET oF DATA REQUESTS

July 16, 2009

Response provided by

Title

Co1fI'1p8I1y Name

Address

Company Response Number: JWL 1.7

Please use Arizona Corporation Colnmission's ("ACC") TARIFF SCHEDULE
Revised on 1/8/2009 for Company's WATER OFF-SITE HOOK-UP FEE
application This form located Website
(http://www.azcc gov/Divisions/Utilities/forms/HUF Tariff_updated_1-8
09%20_Water_.pdf)

OBJECTION The Company has submitted a proposed form of hook up fee tariff
with its direct filing and is seeldng Commission approval of this form of tariff. It is
inappropriate for Staff to direct the Company to change its proposed tariff

2215543.1



RIO RICO UTILITIES INC
DUCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 16, 2009

Response provided by

Title

Company Name

Address

Company Response Number: IVVL 1.8

Please use ACC's TARHF SCHEDULE Revised on 6/10/2009 for the Company's
WASTEWATER OFF-SITE HOOK-UP FEE application. This form is located at

Website
(http://www.azcc.gov/Divisions/Utilities/fonns/HUF_Tariff_Wastewater_6-10
09.pdf)

OBJECTION The Company has submitted a proposed font of hook up fee tariff
with its direct filing and is seeking Commission approval of this form of tariff. It is
inappropriate for Staff to direct the Company to change its proposed tariff

Q.

221554-3.1



RIO RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TO STAQFF'S FIRST SET OF DATA REQUESTS

July 16, 2009

Response provided by

Title

Company Name

Address

Company Response Number: JWL 1.9

Please provide a list of the capital expenditures that would be prided using the
Company's proposed hook-up fees for both Water and Wastewater systems

OBJECTION The Company does not know at aNs time what capital expenditures
will be funded with funds collected under this tariff if approved, however, the general
type of plant to be funded is described in the proposed form of tariff

Q.

2215543.1



RIO RICO UTILITIES INC
DOCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 16, 2009

Response provided by

Title

Company Name

Address

Company Response Number: JWL 1.10

Please provide a detailed description of the plant items included in the capital
expenditures listed above. This description should include justification of need
and the scheduled plant construction start and in-service dates. Provide copies of
any engineering analysis or studies that were prepared in support of the proposed
plant additions for both Water and Wastewater systems

OBJECTION The Company does not know at this time what capital expenditures
will be funded with funds collected under die HUF tariff if approved, however, the
general type of plant to be funded is described in the proposed form of tariff

Q.

2215543.1 10



RIO RICO UTILITIES INC
DOCKET NO. WS-02676A409-02.57

RESPONSE To STAFF'S FIRST SET OF DATA REQUESTS

July 24, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: JWL 1.11

D e s c r ib e  in  d e t a i l  h o w  t h e  s u b je c t  c a p i t a l  e x p e n d i t u r e s  w e r e  u s e d  t o
develop/calculate the Company's proposed hook-up fee amounts both Water and
Wastewater systems

OBJECTION The Company does not know at this time what capital expenditures
will be funded with funds collected under the HUF tariff if approved, however, the
general type of plant to be funded is described in the proposed form of tariff.

RESPONSE Without waiving its objection, RRUI responds as follows. Please see
Sorensen Testimony page ll. Additionally, the cost of sewer capacity is currently
anticipated to be between $8 and $20 per gallon, with a standard home using between 200
and 320 gallons per day

Q.

22155431



RIO RICO UTILITIES INC
DOCKET no. WS-02676A-09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 16, 2009

Response provided by

Title

Company Name

Address

Company Response Number: JWL 1. 12

Please explain in detail how proposed water plant items benefit the entire water
system

OBJECTION The Company does not know at this time what capital expenditures
will be funded with funds collected under die HUT tariff if approved, however, the
general type of plant to be funded is described in the proposed form of tariff

Q.

22]5543.I



RIO RICO UTILITIES INC
DDCKET NO. WS-02676A-09-0257

RESPONSE TO STAFF'S F1RST SET OF DATA REQUESTS

July 16, 2009

Response provided by

Title

Company Name

Address

Company Response Number: JWL 1.13

Please explain in detail how proposed wastewater plant items benefit the entire
wastewater system

OBJECTION The Company does not know at this time what capital expendimes
will be funded with funds collected under the HUT tariff if approved, however, die
general type of plant to be funded is described in the proposed form of tariff.

Q.

2215543.1



RIO RICO UTILITIES INC
DOCKET NO. WS-02676A~09-0257

RESPONSE TO STAFF'S FIRST SET OF DATA REQUESTS

July 24, 2009

Response provided by Greg Sorensen

Title Director of Operations

Company Name Algonquin Water Services

Address 12725 W Indian School Rd Suite D-101
Avondale. AZ 85392

Company Response Number: JUL 1.14

Why does the Company believe that its systems are a good candidate for the hook
up fee tariff? Please explain the benefits and drawbacks for the Rio Rico Utilities
Inc. with the proposed hook-up fee tariff

RESPONSE See Sorensen Test imony page 11 . Additionally,  the company
believes that development should help pay for itself, and the utilization of a HUF would
assist  in this manner . The Parent  Company currently has a  significant  ra te  base
investment in the utility, and believes it would help keep rates down if there was a HUF
to infuse CIAC for  centralized plant for  water  (wells/pressure/storage) and
capacity/lift stations

sewer

Q.

2215543.1 14



Attachment 4

Production capacity and storage capacity calculation for Rio Rico Utilities' Water System



spreadsheet file: wtrchk.x1s

LETTER FILE NAME

WATER COMPANY

MAIN EXTENSION WITH Rio Rico Utilities
PWS #12-011

87_027.000

6

PEAK MONTH
DAYS IN PEAK MONTH
WATER USE DURING PEAK MONTH (GAL)
NUMBER OF SERVICE CONNECTIONS

IN PEAK MONTH
NUMBER OF SERVICE CONNECTIONS

AT PRESENT
EXISTING STORAGE (GAL)
LARGEST PRODUCING WELL/SOURCE

(GAL/MIN)
TOTAL WELL/SOURCE PRODUCTION

(GALHvHN>
FIRE FLOW (GAL/MIN)
DURATION (HOURS)
AVERAGE DAILY WATER USE DURING

PEAK MONTH (GAL/DAY-SERVICE)

2.130.000

IS ADDITIONAL STORAGE REQUIRED?
AMT OF ADDITIONAL STORAGE REQ'D (GAL)

3 681.303DEMAND ON PEAK DAY (GALLONS)
(PEAK DAY= 1.25x MONTH AVG)

TOTAL DAILY SOURCE PRODUCTION (GAL)
IS ADDITIONAL PRODUCTION REQUIRED?
AMT OF ADD'L PRODUCTION REQ'D (GAL/MIN)

7_596.000

no

ADDITIONAL CONNECTIONS ALLOWABLE
BASED ON STORAGE

ADDITIONAL CONNECTIONS ALLOWABLE
BASED ON PRODUCTION

10.700



Page 1 of 1

Jian Liu

To

Martin.Garlant@LibertyWater.com

Friday, March 12, 2010 4:43 PM

Robin Mitchell: Jian Liu

SHAPIRO. JAY

RRUI HUF CallsSubject

Attachments: Copy of HUF_RRUI.xls

Attached, thank you

Martin K. Garland
Business Manager, Southern Arizona
Liberty Water
1060 Yavapai Dr. Suite 9
Rio Rico. AZ 85648
520.281.7000
520.281.7433 Fax

ia'>(4\Br\j

3/14/2010



A B C IGED F HI I J

1 Potable Water Connection Fee Determination - Rio Rico
2

3 Assumptions: 122 gallons per capita per day (gpcd)

2.84 persons per service (PPS)

5 300 residential units (RU) (Booster & Storage)

6 2 Peak Day Factor (PDF)

3,57 Peak Hour Factor (PHF)

8 400 I (pm deep well 843 RUg)

9 1,500 rpm for 2 hours (fire flow) Note: This requirement will vary by Fire district

10 Storage Requiremenl Ave. Day Demand (ADD) x 1.75 plus Fire Flow ($1.25/gallon)"'

11 Booster Station: PHD or PDD plus fire flow (whichever is greater)

12

13

14

15

16 Capacity Determinations: ADD equals: gpcd x pps x RU 102,480 gals

17 Peak Day Demand (PDD) equals: ADD x PDF : 204,960 gals

Peak Hour Demand (PHD) equals:18 ADD XPHF : 358,680 gals

19 Fire Flow gals equal: Fire flow x 120 min 180,000 gals

20 Storage equals: ADD x 1.75 + fire flow gals 359,340 gals

21 Booster equals: PDD + Fire Flow = 384,960 gals

22

23

24 Capital Investment:

25

26 Description Cost HUFlRU

27

28 Deep Well* s 600,000 $712

29 (includes:Analysis of existing well data in the area; ADWR submittal for permit; pilot and '.>r4>duction well; and ADWR hydrology report demonstrating water adequacy)

30 Booster Station (400kgal/day) 400,000$ $1,333

31

32 Storage Tank (350kgal) $ 437,500 $1,458

33

34

35

36 Total Anticipated Offsite Cost: $3,503

37

38 'If deeper well is required, either by regulators or lack of water, costs could exceed $1M

39 Cost is size dependent . ranging from approximately $O75 \o $2.50 per gallon

40 I
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TARIFF SCHEDULE

UTILITY
DOCKET NO

DECISION NO
EFFECTIVE DATE

OFF-SITE HOOK-UP FEE (WATER)

Purpose and Applicabilitv

The purpose of the off-site hook-up fees payable to ("the
Company") pursuant to this tariff is to equitably apportion the costs of constructing additional
off-site facilities to provide water production, delivery, storage and pressure among all new
service connections. , These charges are applicable to all new service connections established
after the effective date of this tariff. The charges are one-time charges and are payable as a
condition to Company's establishment of service, as more particularly provided below

Definitions

Unless the context otherwise requires, the definitions set forth in R-i4-2-40l of the Arizona
Corporation Commission's ("Commission") rules and regulations governing water utilities shall
apply interpreting this tariff schedule

Applicant" means any party entering into an agreement with Company for the installation of
water facilities to serve new service connections, and may include Developers and/or Builder of
new residential subdivisions

Company" means

Main Extension Agreement" means any agreement whereby an Applicant, Developer and/or
Builder agrees to advance the costs of the installation of water facilities to the Company to serve
new service connections, or install water facilities to serve new service connections and transfer
ownership of such water facilities to the Company, which agreement shall require the approval
of the Commission pursuant to A.A.C. R-l4-2-406, and shall have the same meaning as "Water
Facilities Agreement" or "Line Extension Agreement

Off-site Facilities" means wells, storage tanks and related appurtenances necessary for proper
operation, including engineering and design costs. Offsite facilities may also include booster
pumps, pressure tanks, transmission mains and related appurtenances necessary for proper
operation if these facilities are not for the exclusive use of the applicant and will benefit the
entire water system

Service Connection" means and includes all service connections for single-family residential or
other uses, regardless of meter size

Revised 1/8/2009



OFF-SITE WATER HOOK-UP FEE TABLE

Meter Size Size Factor Total Fee

5/8" x 3/4" 1 $

3/4" 1.5 $
1 " 2.5 S

1-1/2" 5 $

8 $

16 $
4 " 25 $

6" or larger 50 $

111. Off-Site Water Hook-up Fee

For each new service connection, the Company shall collect an off-site hook-up fee derived from
the following table

IV. Terms and Conditions

(A) Assessment of One Time Off-Site Hook-up Fee: The off-site hook-up fee may be
assessed only once per parcel, service connection, or lot within a subdivision (similar to meter
and service line installation charge)

(B) Use of Off-Site Hook-up Fee: Off-site hook-up fees may only be used to pay for capital
items of off-site facilities, or for repayment of loans obtained for installation of off-site facilities
Off-site hook-up fees shall not be used for repairs, maintenance, or operational purposes

(C) Time of Payment

1) In the event that the person or entity that will be constructing improvements
("Applicant", "Developer" or "Builder") is required to enter into a Main Extension
Agreement, whereby the Applicant, Developer or Builder agrees to advance the costs of
installing mains, valves, fittings, hydrants and other on-site improvements in order to
extend service in accordance with R-14-2-406(B), payment of the fees required
hereunder shall be made by the Applicant, Developer or Builder no later than within 15
calendar days after receipt of notification from the Company that the Utilities Division of
the Arizona Corporation Commission has approved the Main Extension Agreement in
accordance with R-14-2-406(M)

2) In the event that the Applicant, Developer or Builder for service is not required to enter
into a Main Extension Agreement, the charges hereunder shall be due and payable at the
time the meter and service line installation fee is due and payable

(D) Off-Site Facilities Construction By Developer: Company and Applicant, Developer, or
Bui lder may agree to construction of  of f -si te faci l i t ies necessary to serve a particular
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development by Applicant, Developer or Builder, which facilities are then conveyed to
Company. In that event, Company shall credit the total cost of such off-site facilities as an offset
to off-site hook-up fees due under this Tariff. If the total cost of the off-site facilities constructed
by Applicant, Developer or Builder and conveyed to Company is less than the applicable off-site
hook-up fees Linder this Tariff, Applicant, Developer or Builder shall pay the remaining amount
of off-site hook-up fees owed hereunder. If the total cost of the off-site facilities contributed by
Applicant, Developer or Builder and conveyed to Company is more than the applicable off-site
hook-up fees under this Tariff, Applicant, Developer or Builder shall be refunded the difference
upon acceptance of the off-site facilities by the Compaq

(E) Failure to Pay Charges, Delinquent Pavments: The Company will not be obligated to
provide water service to any Developer, Builder or other applicant for service in the event that
the Developer, Builder or other applicant for service has not paid in full all charges hereunder
Under no circumstances wil l  the Company set a meter or otherwise allow serv ice to be
established if the entire amount of any payment has not been paid

(F) Large Subdivision Proiects: In the event that the Developer or Builder is engaged in the
development of a residential subdivision containing more than 150 lots, the Company may, in its
discretion, agree to payment of off-site hook-up fees in installments. Such installments may be
based on the residential subdivision development's phasing, and should attempt to equitably
apportion the payment of charges hereunder based on the Developer's or Builder's construction
schedule and water service requirements

(G) Off-Site Hook-Up Fees Non-refundable: The amounts collected by the Company
pursuant to the off-site hook-up fee tariff shall be non-refundable contributions in aid of
construction

(H) Use of Off-Site Hook-Up Fees Received: All funds collected by the Company as off-site
hook-up fees shall be deposited into a separate interest bearing trust account and used solely for
the purposes of paying for the costs of off-site facilities, including repayment of loans obtained
for the installation of off-site facilities that will benefit the entire water system

(I) Off-Site Hook-up Fee in Addition to On-site Facilities: The off-site hook-up fee shall be
in addition to any costs associated with the construction of on-site facilities under a Main
Extension Agreement

(J) Disposition of Excess Funds: Alter all necessary and desirable off-site facilities are
constructed utilizing funds collected pursuant to the off-site hook-up fees, or if the off-site hook
up fee has been terminated by order of the Arizona Corporation Commission, any funds
remaining in the trust shall be refunded. The manner of the refund shall be determined by the
Commission at the time a refund becomes necessary

(K) Fire Flow Requirements: In the event the applicant for service has fire flow requirements
that require additional facilities beyond those facilities whose costs were included in the off-site
hook-up fee, and which are contemplated to be constructed using the proceeds of the off-site
hook-up Fee, the Company may require the applicant to install such additional facilities as are
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required to meet those additional fire flow requirements, as a non-refundable contribution, in
addition to the off-site hook-up fee

(L) Status Reporting Requirements tithe Commission: The Company shall submit a calendar
year Off-Site Hook-Up Fee status report each January 3 IS( to Docket Control for the prior twelve
(12) month period, beginning January 31, the hook-up fee tariff is no longer in
effect. This status report shall contain a list of all customers that have paid the hook-up fee
tariff, the amount each has paid, the amount of money spent from the account, the amount of
interest earned on the tariff account, and a list of all facilities that have been installed with the
tariff funds during the 12 month period

2lZ*3-QT*-1*, until
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TARIFF SCHEDULE

UTILITY
DOCKET NO

DECISION NO
EFFECTIVE DATE

OFF-SITE FACILITIES HOOK-UP FEE (WASTEWATER)

Puruosc and Applicability

The purpose of the off-site facilities hook-up fees payable to ("the
Company") pursuant to this tariff is to equitably apportion the costs of constructing additional
off-site facilities to provide wastewater treatment plant facilities among all new service laterals
These charges are applicable to all new service laterals established after the effective date of this
tariff. The charges are one-time charges and are payable as a condition to Company's
establishment of service, as more particularly provided below

II Definitions

Unless the context otherwise requires, the definitions set tbrth in R-l4-2~60l of the Arizona
Corporation Commission's ("Commission") rules and regulations governing sewer utilities shall
apply interpreting this tariff schedule

Applicant" means any party  entering into an agreement with Company for the instal lation at
wastewater facilities to serve new service laterals, and may include Developers and/or Builder of
new residential subdivisions

Company" means

C o l l e c t i on  M a i n  E x t e ns i on  Ag r e e me n t "  me a ns  a ny  a g r e e me n t  w he r e by  a n  App l i c a n t
Developer and/or Builder agrees to advance the costs of the installation of wastewater facil ities
to the Company to serve new service laterals, or install wastewater facilities to serve new service
laterals and transfer ownership of such wastewater faci l i ties to the Company, which agreement
does not require the approval of the Commission pursuant to A.A.C. R-14-2-606, and shall have
the same meaning as "Wastewater Facil ities Agreement

Off-si te  Faci l i t ies" means the wastewater treatment plant, sludge disposal  fac i l i t ies, eff luent
d i sposa l  f a c i l i t i e s  and  r e l a t e d  appu r te nanc e s  ne c e ssa r y  f or  prope r  ope r a t i on ,  i nc l u d i ng
engineering and design costs. Offsi te  fac i l i t ies may also include l i f t stations, transportation
mains and related appurtenances necessary for proper operation if these facilities are not for the
exclusive use of the applicant and benefit the entire wastewater system

Service Lateral" means and includes all service laterals for single-family residential or other
uses

EXHIBIT
Revised 6/10/2009
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TREATMENT PLANT HOOK-UP FEE TARIFF TABLE

Service Lateral Size Factor Fee

4-inch l $

6-inch 2.25 $

8-inch 4 $

10-inch 6.25 $

III. Off-Site Facilities Hook-up Fee

For each new service lateral, the Company shall collect an off-site facilities hook-up fee as listed
in the following table

IV. Terms and Conditions

(A) Assessment of One Time Off-Site Facilities Hook-up Fee: The off-site facilities hook-up
fee may be assessed only once per parcel, service lateral, or lot within a subdivision (similar to a
service lateral installation charge)

(B) Use of Off-Site Facilities Hook-up Fee: Off-site facilities hook-up fees may only be used
to pay i`orcapitai items of off-site facilities, or for repayment of loans obtained for installation of
off-site facilities. Off-site hook-up fees shall not be used for repairs, maintenance, or operational
purposes

(C) Time of Payment

(1) In the event that the person or entity. that wil l be constructing improvements
("Appl icant", "Developer" or "Bui lder") is otherwise required to enter into a
Collection Main Extension Agreement, payment of the fees required hereunder shall
be made by the Applicant, Developer or Builder when operational acceptance is
issued for the on-site wastewater facilities constructed to serve the improvement

(2) In the event that the Applicant, Developer or Builder for service is not required to
enter into a Collection Main Extension Agreement, the charges hereunder shall be
due and payable at the time wastewater service is requested for the property

(D) Off-Site Facilities Construction by Developer: Company and Applicant, Developer, or
Builder may agree to construction of off-site facilities necessary to serve a particular
development . bY Applicant, Developer or Builder, which facilities are then conveyed to
Company. In that event, Company shall credit the total cost of such off-site facilities as an offset
to off~site hook-up fees due under this Tariff, If the total cost of the off-site facilities constructed
by Applicant, Developer or Builder and conveyed to Company is less than the applicable off-site
hookup fees under this Tariff, Applicant, Developer or Builder shall pay the remaining amount
of off-site hook-up fees owed hereunder. If the total cost of the off-site facilities contributed by
Applicant, Developer or Builder and conveyed to Company is more than the applicable off-site
hook-up fees under this Tariff Applicant, Developer or Builder shall be refunded the difference
upon acceptance of the off-site facilities by the Company

Revised 6/10/2009



(E) Failure to PavCharges, Delinquent Payments; The' Company will not be obligated to
provide wastewater service to any Developer, Builder Or other applicant for service in the event
that the Developer, Builder or other applicant for serv ice has not paid in full all charges
hereunder. Under no circumstances will the Company connect service or otherwise allow
service to be established if the entire amount of any payment has not been paid

(F) Off-Site Hook-Up Fees Non-refundable: The amounts collected by the 'Company
pursuant to the off-site facilities hook-up fee tariff shall be non-refundable contributions in aid of
construction

(G) Use of Off-Site Hook-Up Fees Received: All funds collected by the Company as off-site
facilities hook-up fees shall be deposited into a separate interest bearing trust account and used
solely for the purposes of paying for the costs of off-site facilities, including repayment of loans
obtained for the installation of off~site facilities

(H) Off-Site Facilities Hook-up Fee in Addition to On-site Facilities: The off-site facilities
hook-up fee shall be in addition to any costs associated with the construction of on-site facilities
under a Collection Main Extension Agreement

(I) Disposition of Excess Funds: After all necessary and desirable off-site facilities are
instructed utilizing funds collected pursuant to the off-site facilities hook-up fees, or if the off-
te facilities hook-up fee has been terminated by order of the Arizona Corporation Commission

any funds remaining in the trust shall be refunded. The manner of the refund shall be determined
by the Commission at the time a refund becomes necessary

(J) Status Reporting Requirements to the Commission:
calendar year Gff-Site Facilities Hook-Up Fee status report each January 3151 to Docket Control
for the prior twelve (12) month period, beginning January 31, 20XX, until the hook-up fee tariff
is no longer in effect. This status report shall contain a list of all customers that have paid the
hook-up fee tariff the amount each has paid, the amount of money spent from the account, the
amount of interest earned on the tariff account. and a list of all facilities that have been installed
with the tariff funds during the 12 month period

The Company shall submit a

Revised 6/10/2009



Exhual?

BEFORE THE ARIZONA CORPOR.ATION COMMISSIO

KRISTIN K. MAYES
Chairman

GARY PIERCE
Commissioner

SANDRA D. KENNEDY
Commissioner

PAUL NEWMAN
Commissioner

BOB STUMP
Commissioner

>

)

DOCKET no. WS-02676A-09-0257IN THE MATTER OF THE APPLICATION OF
RIO RICO UTILITIES INC.. AN ARIZONA
CORPORATION, FOR A DETERMINATION
OF THE FAIR VALUE OF ITS UTILITY
PLANTS AND PROPERTY AND FOR
INCREASES IN ITS WASTEWATER RATES
AND CHARGES FOR UTILITY SERVICE
BASED THEREON

)

DIRECT

TESTIMONY

OF

JUAN c. MANRIQUE

PUBLIC UTILITIES ANALYST I

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

DECEMBER 15. 2009



TABLE OF CONTENTS

I. INTRODUCTION

Summary of Testimony and Recommendations
Rio Rico's Proposed Overall Rate of Return

II. THE WEIGHTED AVERAGE COST OF CAPITAL

111. CAPITAL STRUCTURE

Background
Rio Rico's Capital Structure
Staffs Capital Structure

IV. RETURN ON EQUITY

Background

v. ESTIMATING THE COST OF EQUITY

Introduction
Discounted Cash Flow Model Analysis

The Constant-Growth DCF
The Multi-Stage DCF

Capital Asset Pricing Model

VI. SUMMARY OF STAFF'S COST OF EQUITY ANALYSIS

VII. FINAL COST OF EQUITY ESTIMATES FOR RIO RICO

am. RATE OF RETURN RECOMMENDATION

IX. STAFF RESPONSE TO APPLICANT'S COST OF CAPITAL WITNESS MR. THOMAS
J. BOURASSA 34

Constant-Growth DCF

CONCLUSION 43

SCHEDULES

x.

Capital Structure and Weighted Cost of Capital
Intentionally Left Blank
Final Cost of Equity Estimates for Sample Water Utilities
Average Capital Structure of Sample Water Utilities
Growth in Earnings & Dividends of Sample Water Utilities
Sustainable Growth for Sample Water Utilities
Selected Financial Data of Sample Water Utilities
Calculation of Expected Infinite Annual Growth in Dividends
Multi-Stage DCF Estimates



EXECUTIVE SUMMARY
RIO RICO UTILITIES INC

DOCKET NO. WS-02676A-09-0257

The direct testimony of Staff witness Juan C. Manrique addresses the following issues

Capital Structure .- Staff recommends that the Commission adopt a capital structure for Rio Rico
Utilities Inc. ("Applicant") for this proceeding consisting of 0.0 percent debt and 100.0 percent
equity

Cost of Equity -- Staff recommends that the Commission adopt a 9.2 percent return on equity
("ROE") for the Applicant. Staffs estimated ROE for the Applicant is based on cost of equity
estimates for the sample companies ranging from 9.9 percent for the discounted cash flow
method ("DCF") to 11.0 percent for the capital asset pricing model ("CAPM"). Staffs ROE
recommendation includes a 1.3 percent downward adjustment to reflect a lower financial risk in
the Applicant's capital structure compared to that of the sample companies

Overall Rate of Return -. Staff recommends that the Commission adopt a 9.2 percent overall rate
of return ("ROR")

Mr, Bourassa's Testimony - The Commission should reject the Company proposed 12.4 percent
ROE for the following reasons

Mr. Bourassa's DCF estimates rely heavily on analyst's forecasts and provide little
weight to historical dividend per share growth rates



Direct Testimony of Juan C. Manrique
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INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is Juan C. Manrique. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("ACC" or "Colnmission") in the Utilities Division ("Staff')

My business address is 1200 West Washington Street, Phoenix, Arizona 85007

7 Q.

10

Briefly describe your responsibilities as a Public Utilities Analyst

In my position as a Public Utilities Analyst, I perform studies to estimate the cost of

capital component in rate tilings to determine the overall revenue requirement and analyze

requests for financing authorizations

12 Q Please describe your educational background and professional experience

I graduated from Arizona State University and received a Bachelor of Science degree in

Finance. My course of studies included courses in corporate and international finance

investments, accounting, statistics, and economics. I began employment as a Staff Public

Utilities Analyst in October 2008. My professional experience includes two years as a

Loan Officer with a homebuilder and as an Associate for an Investor Relations firm

19 Q What is the scope of your testimony in this case

My testimony provides Staffs recommended capital structure, return on equity ("ROE")

and overall rate of return ("ROR") for establishing the revenue requirements for Rio Rico

Utilities, Inc.'s ("Rio Rico" or "Applicant") pending water division and wastewater

division rate applications
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1 Q Please provide a brief description of Rio Rico

Rio Rico is an Arizona Corporation that is engaged in the business of providing public

water (approximately 6,600 customers) and wastewater (approximately 2,300 customers)

utility service in and near the community of Rio Rico within portions of Santa Cruz

County, Arizona

7 Q Please provide a brief description of Rio Rico and its relation to affiliates

Rio Rico is owned by Algonquin Water Resources of America, Inc. ("AWRA"). AWRA

is an indirect wholly-owned subsidiary of Algonquin Power Income Fund which is

publicly traded on the Toronto Stock Exchange. Rio Rico is a sister company to other

public service corporations regulated by the Commission including: Bella Vista Water

Company, Black Mountain Sewer Corporation, Litchfield Park Service Company

Northern Sunrise Water Company, Southern Sunrise Water Company and Gold Canyon

Sewer Company

16

17

Summary of Testimony and Recommendations

Briefly summarizehow Staff's cost of capital testimony is organizedQ-

Staff' s cost of capital testimony is presented in ten sections. Section I is this introduction

Section II discusses the concept of weighted average cos?"6¥"'3é pita1 ("WACC"). Section

20 III presents the concept of capital structure and presents Staffs recommended capital

structure for Rio Rico in this proceeding. Section W discusses the concepts of return on

equity ("ROE") and risk. Section V presents the methods employed by Staff to estimate

Rio Rico's ROE. Section VI presents the findings of Staff's ROE analysis. Section VII

presents Staffs final cost of equity estimates for Rio Rico. Section VIII presents Staff" s

ROR recommendation. Section IX presents Staffs comments on the direct testimony of
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the Applicant's witness, Mr. Thomas J. Bourassa. Finally, section X presents the

conclusions

4 Q Have you prepared any exhibits to accompany your testimony

Yes. I prepared eight schedules (JCM-1 to JCM-9) that support Staffs cost of capital

analysis

8 Q What is Staff's recommended rate of return for Rio Rico?

Staff recommends a 9.2 percent overall ROR as shown in Schedule JCM-1. Staffs ROR

recommendation is based on cost of equity estimates for Rio Rico that range from 9.9

percent using the discounted cash flow method ("DCF") to 11.0 percent using the capital

asset pricing model ("CAPM"). Staffs ROR recommendation reflects a 1.3 percent

downward adjustment to the estimated ROE to account for a lower financial risk in the

Applicant's capital structure compared to that of the sample companies

16 Rio Rico's Proposed Overall Rate of Return

17 Q-

18

Briefly summarize Rio Rico's proposed capital structure, cost of debt, return on

equity and overall rate of return for this proceeding

20

Table 1 summarizes the Applicant's proposed capital structure, cost of debt, return on

equity and overall rate of return in this proceeding

Table 1

Weighted
Weight

m,

Cost
Long-term Debt
Common Equity
Cost of Capital/ROR

0.09
12.4% 12.49
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Rio Rico is proposing an overall rate of return of 12.4 percent

THE WEIGHTED AVERAGE COST OF CAPITAL

4 Q- Briefly explain the cost of capital concept

The cost of capital is the opportunity cost of choosing one investment over others with

equivalent risk. In other words, the cost of capital is the return that stakeholders expect

for  investing their  financial resources in a  determined business venture over  another

business venture

10 Q What is the overall cost of capital?

T he cos t  of  ca p i t a l  t o a  compa ny is su ing a  va r iety of  secur i t ies  ( i . e. ,  s tock a nd

indebtedness) is an average of the cost rates on all issued securities adjusted to reflect the

relative amounts for each security in the company's entire capital structure. Thus, the

overall cost of capital is the weighted average cost of capital ("WACC")

16 Q How is the WACC calculated?

The WACC is calculated by adding the weighted expected returns of a firm's securities

The WACC formula is

Equation 1

In this equation, Wt is the weight given to the lM security (the proportion of the i`" security

relative to the portfolio) and ti is the expected return on the i`" security
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1 Q Can you provide an example demonstrating application of Equation 1?

Yes. For this example, assume that an entity has a capital structure composed of 60

percent debt and 40 percent equity. Also, assume that the embedded cost of debt is 6.0

percent and the expected return on equity, i.e. the cost of equity, is 10.5 percent

Calculation of the WACC is as follows

WACC = (60% * 6.0%) + (40% * 10.5%)

WACC = 3.60% + 4.20%

WACC = 7.80%

The weighted average cost of capital in this example is 7.80 percent. The entity in this

example would need to earn an overall rate of return of 7.80 percent to cover its cost of

capital

14 CAPITAL STRUCTURE

15

16

111.

Background

Please explain the capital structure conceptQ

The capital structure of a firm is the relative proportions of each type of security--short

term debt, long-term debt (including capital leases), preferred stock and common stock

that are used to finance the arm's assets

20

21 Q How is the capital structure expressed?

The capital structure of a company is expressed as the percentage of each component of

the capital structure (capital leases, short-tenn debt, long-tenn debt, preferred stock and

common stock) relative to the entire capital structure



Component %

Capital Leases s20,000 ($20,000/$200,000) 10.0%

Long-Term Debt $85,000 ($85,000/$200,000) 42.5%

Preferred Stock $15,000 ($15,000/$200,000) 7.5%

Common Stock $80,000 ($80,000/$200,000) 40.0%

Total $200,000 100%

Direct Testimony of Juan C. Manrique
Docket No. WS-02676A-09-0257
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As an example, the capital structure for an entity that is financed by $20,000 of capital

leases, $85,000 of long-tenn debt, $15,000 of preferred stock and $80,000 of common

stock is shown in Table 2

Table 2

The capital structure in this example is composed of 0.0 percent short-term debt, 10.0

percent capital leases, 42.5 percent long-term debt, 7.5 percent preferred stock and 40.0

percent common stock

11

12

Rio Rico's Capital Structure

Q What capital structure does Rio Rico propose

The Applicant proposes a capital structure composed of 0.0 percent debt and 100.0 percent

common equity

16 Q How does Rio Ric0's capital structure compare to capital structures of publicly

traded water utilities?

The Applicant's capital structure is composed of 0.0 percent debt and 100.0 percent

equity. Schedule JCM-4 shows the capital structures of six publicly traded water

companies ("sample water companies") as of June 2009. The average capital structure for
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the sample water utilities is comprised of approximately 50.2 percent debt and 49.8

percent equity

4

5

Staff's Capital Structure

What is Staff's recommended capital structure for Rio Rico?Q

Staff recommends a capital structure composed of 0.0 percent debt and 100.0 percent

equity, i.e., Staff concurs with the Applicant's proposed capital structure

9 Iv. RETURN ON EQUITY

10

11

Background

Please define the term "cost of equity capitalQ

The cost of equity is the rate of return that investors expect to earn on their investment in a

business entity given its risk. In other words, the cost of equity to the entity is the

investors' expected rate of return on other investments of similar risk. As investors have a

wide selection of stocks to choose from, they will choose stocks with similar risks but

higher returns. Therefore, the market determines the entity's cost of equity

18 Q Is there a correlation between interest rates and the cost of equity

Yes. The cost of equity tends to move in the same direction as interest rates. This

relationship is part of the capital asset pricing model ("CAPM") formula. The CAPM is a

market-based model employed by Staff for estimating the cost of equity. The CAPM is

further discussed in Section V of this testimony



Direct Testimony of Juan C. Manrique
Docket No. WS-02676A-09-0257
Page 8

1 Q What has been the general trend of interest rates in recent years

A chronological chart of interest rates is a good tool to show interest rate history and

identity trends. Chart 1 graphs intennediate U.S. treasury rates from November 1999 to

November 2009

Chart l shows that intermediate interest rates trended downward from 2000 to mid-2003

then turned slightly upward until mid-2007 and have trended downward in the past two

years
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1 Q What has been the general trend in interest rates longer term?

U.S. Treasury rates from 1959 to present are shown in Chart 2. The chart shows that

interest rates trended upward through the mid-1980s and have trended downward over the

last 25 years

21 Q Do these trends suggest anything in terms of cost of equity

Yes. As previously demonstrated, interest rates and cost of equity tend to move in the

same direction, therefore cost of equity has declined in the past 25 years

25 Q Do actual returns represent the cost of equity

No. The cost of equity represents investors' expected returns and not realized returns
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1 Q Is there any information available that leads to an understanding of the relationship

between the equity returns required for a regulated water utility and those required

in the market as a whole?

Yes. A comparison of betas, a component of the CAPM discussed in Section V, for the

water utility industry and the market provide insight into this relationship. The average

beta (0.80)1 for a water utility is lower than the theoretical average beta for all stocks (1 .0)

According to the CAPM fionnula, the cost of equity capital moves in the same direction as

beta. Since the beta for the water utility industry is lower than the beta for the market, the

implication is that the required return on equity for a regulated water utility is below the

average required return on the market

12 Risk

13 Q Please define risk in relation to cost of capital

Risk, as it relates to an investment, is the variability or uncertainty of the returns on a

particular security. Investors are risk averse and require a greater potential return to invest

in relatively greater risk opportunities, i.e., investors, require compensation for taldng on

additional risk. Risk is generally separated into two components. Those components are

market risk (systematic risk) and non-market risk (diversifiable risk or firm-specific risk)

20 Q What is market risk?

Market risk or systematic risk is the risk of an investment that cannot be reduced through

diversification. Market risk stems from factors dirt affect all securities such as recessions

war, inflation and high interest rates. Since these factors affect the entire market died

cannot be eliminated through diversification. Market risk does not impact each security to

See Schedule JCM-7
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the same degree. The degree to which any security's returns is affected by the market can

be measured using Beta. Beta reflects the business risk and the financial risk of a security

4 Q Please define business risk

Business risk is the fluctuation of earnings inherent in a inn's operations and environment

such as competition and adverse economic conditions that may impair its ability to

provide returns on investment. Companies in the same or similar line of business tend to

experience the same fluctuations in business cycles

10 Q Please define financial risk

Financial risk is the fluctuation of earnings inherent in using debt financing by a firm that

may impair its ability to provide adequate return. The more a company uses debt

financing, the more the company becomes exposed to financial risk

15 Q Do business risk and financial risk affect the cost of equity

18 Q Is a firm subject to any other risk?

Yes . Firms are also subject to unsystematic or firm-specific risk. Examples of

unsystematic risk include losses caused by labor problems, nationalization of assets, loss

of a big client or weather conditions. Investors can eliminate firm-specific risk by holding

a diverse portfolio, thus, it is not of concern to diversified investors
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1 Q How does Rio Rico's financial risk compare to the sample water companies' financial

risk from the perspective of an investor?

From an investor's perspective Rio Rico's capital structure is less risky than the sample

water companies. Schedule JCM-4 shows the capital structures of the six publicly traded

water companies ("sample water companies") as of June 2009, as well as Rio Rico's

actual capital structure. As of June 2009, the sample water utilities were capitalized with

approximately 50.2 percent debt and 49.8 percent equity, while Rio Rico's actual capital

structure consists of approximately 0.0 percent debt and 100.0 percent equity. Thus, Rio

Rico's shareholders bear less financial risk than the shareholders of the sample companies

11 Q Is firm-specific risk measured by beta

No. Firm-specific risk is not measured by beta

14 Q Is the cost of equity affected by firm-specific risk?

No. Since firm-specific risk can be eliminated through diversification, it does not affect

the cost of equity

18 Q Can investors expect additional returns for firm-specific risk?

No. Investors who hold diversified portfolios can eliminate firm-specific risk, and

consequently, do not require any additional return. Since investors who choose to be less

than fully diversified must compete in the market with fully diversified investors, the

fanner cannot expect to be compensated for unique risk
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ESTIMATING THE COST OF EQUITY

2 Introduction

3 Q- Did Staff directly estimate the east of equity for Rio Rico?

No. Since Rio Rico is not a publicly-traded company, Staff is unable to directly estimate

Rio Rico's cost of equity due to the unavailability of financial information. Instead, Staff

uses an average of a representative sample group to reduce the sample error resulting from

random fluctuations in the market at the time the information is gathered

9 Q What companies did Staff select as proxies or comparables for Rio Rico?

Staffs sample consists of the following six publicly-traded water utilities: American

States Water, California Water, Connecticut Water Services, Middlesex Water, Aqua

America and SJW Corp. Staff chose these companies because they are publicly traded

and receive the majority of their earnings from regulated operations

15 Q Please explain the relevance of using six water companies as a proxy for the

wastewater division of Rio Rico

While the provision of wastewater service is different from the provision of water service

water and wastewater utilities are subject to similar risk factors and regulatory oversight

Therefore, the sample water companies are an appropriate proxy for the wastewater

division of Rio Rico as well as the water division

22 Q What models did Staff implement to estimate Rio Rico's cost of equity

Staff used two market-based models to estimate the cost of equity for Rio Rico: the

discounted cash flow ("DCF") model and the capital asset pricing model ("CAPM")
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1 Q Pleaseexplain why Staff chose the DCF and CAPM models

Staff chose to use the DCF and CAPM models because they are widely recognized market

based models and have been used extensively to estimate the cost of equity. An

explanation of the DCF and CAPM models follows

6

7

Discounted Cash Flow Model Analysis

Q Please provide a brief summary of the theory upon which the DCF method of

estimating the costof equity is based

10

The DCF method of stock valuation is based on the theory that the value of an investment

is equal to the sum of the future cash flows generated from the aforementioned investment

discounted to the present time. This method uses expected dividends, market price and

dividend growth rate to calculate the cost of capital. Professor Myron Gordon pioneered

the DCF method in the 1960s. The DCF method has become widely used to estimate the

cost of equity for public utilities due to its theoretical merit and its simplicity. Staff used

the financial information for the relevant six sample companies in the DCF model and

averaged the results to determine an estimated cost of equity for the sample companies

18 Q Does Staff use more than one version of the DCF Model?

Yes. Staff uses two versions of the DCF model: the constant-growth DCF Model and the

multi-stage or non-constant growth DCF. The constant-growth DCF Model assumes that

an entity's dividends will grow indefinitely at the same rate. The multi-stage growth DCF

model assumes the dividend growth rate will change at some point in the future



Direct Testimony of Juan C. Enrique
Docket NC. WS-026'76A-09-0257
Page 15

1

2

The Constant-Growth DCF

Q What is the mathematical formula used in Staffs constant-growth DCF analysis

The constant-growth DCF formula used in Staffs analysis is

Equation 2

+8

the cost of equity

the expected annual dividend

the current stock price

the expected infinite annual growth rate of dividends

Equation 2 assumes that the entity has a constant earnings retention rate and that its

earnings are expected to grow at a constant rate. According to Equation 2, a stock with a

current market price of $10 per share, an expected annual dividend of $0.45 per share and

an expected dividend growth rate of 3.0 percent per year has a cost of equity to the entity

of 7.5 percent reflected by the sum of the dividend yield ($0.45/ $10 = 4.5 percent) and the

3.0 percent annual dividend growth rate

where

12 Q How did Staff calculate the dividend yield component (D1/Pg) of the constant-growth

DCF formula?

Staff calculated the yield component of the DCF formula by dividing the expected annual

dividend' (DI) by the spot stock price (P0) after the close of the market November 4, 2009

as reported byMSN Money

Value Line Summary & Index. 11-06-09
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1 Q- Why did Staff use the November 4, 2009, spot price rather than a historical average

stock price to calculate the dividend yield component of the DCF formula?

Current, rather than historic, market stock price is used in order to be consistent with

finance theory, i.e., the efficient market hypothesis. The efficient market hypothesis

asserts that the current stock price reflects all available information on a stock including

investors' expectations of future returns. Use of a historical average of stock prices

illogically discounts the most recent information in favor of less recent information. The

latter is stale and is representative of underlying conditions that may have changed

10 Q How did Staff estimate the dividend growth (g) component of the constant-growth

DCF modelrepresented by Equation 2?

The dividend growth component used by Staff is determined by the average of six

different estimation methods as shown in Schedule JCM-8. Staff calculated historical and

projected growth estimates on dividend-per-share ("DPS"),° reamings-per-share ("EPS")

and sustainable growth bases

17 Q-

18

Why did Staff examine EPS growth to estimate the dividend growth component of

the constant-growth DCF model?

Historic and projected EPS growth are used because dividends are related to earnings

Dividend distributions may exceed earnings in the short run but cannot continue

indefinitely. In the long term, dividend distributions are dependent on earnings

Derived from information provided by Value Line
Derived from information provided by Value Line
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1 Q How did Staff estimate historica l  DPS growth?

Staff estimated historical DPS growth by calculating the average rate of growth in DPS of

the sample water companies from 1998 to 2008. The results of that calculation are shown

in Schedule JCM-5. Staff calculated an average historical DPS growth rate of 3.1 percent

for the sample water utilities for the aforementioned period

7 Q How did Staff estimate the projected DPS growth?

Staff calculated an average of the projected DPS growth rates for the sample water utilities

from Value Lin e . The average projected DPS growth rate is  4 .1 percent as .  shown in

Schedule JCM-5

12 Q How did Staff calculate the historical  EPS growth rate?

Staff estimated historical EPS growth by calculating the average rate of growth in EPS of

the sample water companies from 1998 to 2008. Staff calculated an average historical

EPS growth rate of 3.3 percent for the sample water utilities for the aforementioned period

as shown in Schedule JCM-5

18 Q How did Staff  estimate the projected EPS growth?

Staff calculated an average of the prob ected EPS growth rates for the sample water utilities

from Value Line. The average projected EPS growth rate i s  9 .7  percent as  shown in

Schedule JCM-5
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1 Q How does Staff calculate its historical and projected sustainable growth rates?

Historical and prob ected sustainable growth rates are calculated by adding their respective

retention growth rate terms (be) to their respective stock financing growth rate terms (vs)

as shown in Schedule JCM-6

6 Q What is retention growth?

Retent ion growth is  the growth in dividends due to the retent ion of earnings. The

retention growth concept is based on the theory that dividend growth cannot be achieved

unless the company retains and reinvests some of its earnings. The retention growth is

used in Staffs calculation of sustainable growth shown in Schedule JCM-6

12 Q What is the formula for the retentiongrowth rate?

The retention growth rate is the product of the retention ratio and the book/accounting

return on equity. The retention growth rate formula is

Equation 3

Retention Growth Rate = Br

where the retention ratio (1 - dividend payout ratio)

the accounting/book return on common equity

17 Q How did Staff calculate the average historical retention growth rate (be) for the

sample water utilities?

Staff calculated the historical retention rates by averaging the retention rates for  the

sample water companies from 1999 to 2008. The historical average retention (Br) growth

for the sample water utilities is 3.0 percent, as shown in Schedule JCM-6
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1 Q How did Staff determine projected retention growth rate (be) for the sample water

utilities?

Staff used the retention growth projections for the sample water utilities for the period

2012 to 2014 fromValue Line. The projected average retention growth rate for the sample

water utilities is 6.1 percent, as shown in Schedule JCM-6

7 Q When can retention growth provide a reasonable estimate of future dividend

growth?

The retention growth rate is a reasonable estimate of future dividend growth when the

retention ratio is reasonably constant and the entity's market price to book value ("market

to-book ratio") is expected to be 1.0. The average retention ratio has been reasonably

constant in recent years. However, the market-to-book ratio for the sample water utilities

is 1.7, notably higher than 1.0, as shown in Schedule JCM-7

15 Q Is there any financial implication of a market-to-book ratio greater than 1.0?

Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to

earn an accounting/book return on its equity that exceeds its cost of equity. The

relationship between required returns and expected cash flows is readily observed in the

fixed securities market. For example, assume an entity contemplating issuance of bonds

with a face value of $10 million at either 6 percent or 8 percent, and thus, paying annual

interest of $600,000 or $800,000, respectively. Regardless of investors' required return on

similar bonds, investors will be willing to pay more for the bonds if issued at 8 percent

than if the bonds are issued at 6 percent. For example, if the current interest rate required

by investors is 6 percent, then they would bid $10 million for the 6 percent bonds and

more than $10 million for the 8 percent bonds. Similarly, if equity investors require a 9

percent return and expect an entity to earn accounting/book returns of 13 percent, the
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market will bid up the price of the entity's stock to provide the required return of 9

percent

4 Q How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of

equity analyses in recent years

Staff has assumed that investors expect the market-to-book ratio to remain greater than

1.0. Given that assumption, Staff has added a stock financing growth rate (vs) term to the

retention ratio (Br) term to calculate its historical and prob ected sustainable growth rates

10 Q Do the historical and projected sustainable growth rates Staff uses to develop its

DCF cost of equity in this case continue to include a stock financing growth rate

15 Q What is stock financing growth?

Stock financing growth is the growth in an entity's dividends due to the sale of stock by

that entity. Stock financing growth is a concept derived by Myron Gordon and discussed

in his book The Cost of Capital to a Public Utility." Stock financing growth is the product

of the fraction of the funds raised from the sale of stock that accrues to existing

shareholders (v) and the fraction resulting from dividing the funds raised from the sale of

stock by the existing common equity (s)

Gordon, Myron J. The Cost of Capital to a Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 31-35
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l Q What is the mathematical formula for the stock financing growth rate?

The mathematical formula for stock financing growth is

Equation 4

Stock Financing Growth = vs

where Fraction of the funds raised from the sale of stock that accrues

to existing shareholders

Funds raised from the sale of stock as a fraction of the existing

common equity

4 Q How is the variable v presented above calculated?

Variable v is calculated as follows

Equation 5

book value

market value

For example, assume that a share of stock has a $30 book value and is selling for $45

Then, to End the value of v, the formula is applied

In this example, v is equal to 0.33

11 Q How is the variable s presented above calculated?

Variable s is calculated as follows

Equation 6

Funds raised from the issuance of stock

Total existing common equity before the issuance
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For example, assume that an entity has $150 in existing equity, and it sells $30 of stock

Then, to find the value of s, the formula is applied

In this example, s is equal to 20.0 percent

5 Q What is the vs term when the market-to-book ratio is equal to 1.0?

A market-to-book ratio equal to 1.0 reflects that investors expect an entity to earn a

book/accounting return on their equity investment equal to the cost of equity. When the

market-to-book ratio is equal to 1.0, none of the funds raised from the sale of stock by the

entity accrues to the benefit of existing shareholders, i.e., the term v is equal to zero (0.0)

Consequently, the vs term is also equal to zero (0.0). When stock financing growth is

zero, dividend growth depends solely on die Br term

13 Q What is the effect of the vs term when the market-to-book ratio is greater than 1.0?

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to earn a

book/accounting return on their equity investment greater than the cost of equity

Equation 5 shows that when the market~to-book ratio is greater than 1.0 the v term is also

greater than zero. The excess by which new shares are issued and sold over book value

per share of outstanding stock is a contribution that accrues to existing stocldiolders in the

form of a higher book value. The resulting higher book value leads to higher expected

earnings and dividends. Continued growth from the vs term is dependent upon the

continued issuance and sale of additional shares at a price that exceeds book value per

share
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1 Q What vs estimate did Staff calculate from its analysis of the sample water utilities?

Staff estimated an average stock financing growth of 2.0 percent for the sample water

utilities as shown in Schedule JCM-6

5 Q What would occur if an entity had a market-to-book ratio greater than 1.0 as a result

of investors expecting earnings to exceed the cost of equity capital and the entity

subsequently experienced newly-authorized rates equal to its cost of equity capital"

Market pressure on the entity's stock price to reflect the change in future expected cash

flows would cause the market-to-book ratio to move toward 1.0

11 Q Is inclusion of the vs term necessary if the average market-to-book ratio of the

sample water utilities falls to 1.0 due to authorized ROEs equaling the cost of equity

No. As discussed above, when the market-to-book ratio is equal to 1.0, none of the funds

raised from the sale of stock by the entity accrues to the benefit of existing shareholders

because the v term equals to zero, and consequently, the vs temp also equals zero. When

the market-to-book ratio equals 1.0, dividend growth depends solely on the Br term

Staffs inclusion of the vs term assumes that the market-to-book ratio continues to exceed

1.0 and that the water utilities will continue to issue and sell stock at prices above book

value with the effect of benefitting existing shareholders

21 Q What are Staff's historical and projected sustainable growth rates?

Staffs estimated historical sustainable growth rate is 5.0 percent based on an analysis of

earnings retention for the sample water companies. Staffs projected sustainable growth

rate is 9.0 percent based on retention growth projected by Value Line. Schedule JCM-6

presents Staffs estimates of the sustainable growth rate
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1 Q What is Staff's expected infinite annual growth rate in dividends?

Staffs expected infinite annual growth rate in dividends is 5.7 percent which is die

average of historical and projected dividends per share ("DPS"), earnings per share

("EPS"), and sustainable growth estimates. Staff' s calculation of the expected infinite

annual growth rate in dividends is shown in Schedule JCM-8

7 Q What is Staff's constant-growth DCF estimate for the sample utilities?

Staffs constant-growth DCF estimate is 9.4 percent as shown in Schedule JCM-3

10 The Multi-Stage DCF

11 Q-

12

Why did Staff implement the multi-stage DCF model to estimate Rio Rico's cost of

equity

Staff generally uses the multi-stage DCF model to consider the assumption that dividends

may not grow at a constant rate. The multi-stage DCF uses two stages of growth. The

first stage is four years followed by the second constant growth stage

17 Q What is the mathematical formula for the multi-stage DCF?

The multi-stage DCF formula is shown in the following equation

Equation 7

R
(1+K)

D"(1+g,,)
K - 3 (1+K)

Where: R current stock price

dividends expected during stage 1

cost of equity

years of non - constant growth

dividend expected in year n

constant rate of growth expected after year n
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1 Q What steps did Staff take to implement its multi-stageDCF cost of equity model?

First, Staff projected future dividends for each of the sample water utilities using near

term and long-tenn growth rates. Second, Staff calculated the rate (cost of equity) which

equates the present value of the forecasted dividends to the current stock price for each of

the sample water utilities. Lastly, Staff calculated an average of the individual sample

company cost of equity estimates

8 Q How did Staff calculate near-term (stage-1) growth"

The stage-1 growth rate is based on Value Lines 's projected dividends for the next twelve

months, when available, and on the average dividend growth rate (5.7 percent) calculated

in Staffs constant DCF analysis for the remainder of the stage

13 Q How did Staff estimate long-term (stage-2) growth?

Staff calculated the stage-2 growth rate using the arithmetic mean rate of growth in GDP

from 1929 to 2008.° Using the GDP growth rate assumes that die water utility industry is

expected to g~row.at the same rate as the overall economy

18 Q What is the historical GDP growth rate that Staff used to estimate stage-2 growth?

Staff used 6.7 percent to estimate the stage-2 growth rate

21 Q What is Staff's multi-stage DCF estimate for the sample utilities?

Staffs multi-stage DCF estimate is 10.3 percent, as shown in Schedule JCM-3

www.bea.doc.gov
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1 Q What is Staff's overall DCF estimate for the sample utilities?

Staffs overall DCF estimate is 9.9 percent. Staff calculated the overall DCF estimate by

averaging the constant growth DCF (9.4%) and multi-stage DCF (10.3%) estimates as

shown in Schedule JCM-3

6

7

Capital AssetPricing Model

Q Pleasedescribe the CAPM

The CAPM is used to determine the prices of securities in a competitive market. The

CAPM model describes the relationship between a security's investment risk and its

market rate of return. Under the CAPM an investor requires the expected return of a

security to equal the rate on a risk-free security plus a risk premium. If the investor's

expected return does not meet or beat the required return, the investment is not

economically justified. The model also assumes that investors will sufficiently diversify

their investments to eliminate any non-systematic or unique risk.' In 1990, Professors

Harry Markowitz, William Sharpe, and Merton Miller eanied the Nobel Prize in

Economic Sciences for their contribution to the development of the CAPM

18 Q Did Staff use the same sample water utilities in its CAPM and DCF cost of equity

estimation analyses

Yes. Staffs CAPM cost of equity estimation analysis uses the same sample water

companies as its DCF cost of equity estimation analysis

The CAPM makes the following assumptions: 1) single holding period, 2) perfect and competitive securities
market, 3) no transaction costs, 4) no restrictions on short selling or borrowing, 5) the existence of a risk-free rate
and 6) homogeneous expectations
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1 Q What is the mathematical formula for the CAPM?

The mathematical formula for the CAPM is

Equation 8

R,+,8(R Rf)

where risk free rate

return on market

market risk premium

expected return

The equation shows that the expected return (K) on a risky asset is equal to the risk~free

interest rate (Rf ) plus the product of the market risk premium ("Rp") (Rm .-- Rf) multiplied

by beta ([3) where beta represents the riskiness of the investment relative to the market

9 Q What is the risk free rate?

The risk free rate is the rate of return of an investment with zero risk

13 Q What does Staff use as surrogates to represent estimations of the risk-free rates of

interest in its historical and current market risk premium CAPM methods?

Staff uses separate parameters as surrogates for the estimations of the risk-free rates of

interest for the historical market risk premium CAPM cost of equity estimation and the

current market risk premium CAPM cost of equity estimation. Staff uses the average of

three (five-, seven-, and ten-year) intermediate-term U.S. Treasury securities' spot rates in

its historical market risk premium CAPM cost of equity estimation, and the 30-year U.S
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Treasury bond spot rate in its current market risk premium CAPM cost of equity

estimation. U.S. Treasuries are largely verifiable and readily available

4 Q What does beta measure

Beta measures the volatility, or systematic risk, of a security relative to the market. Since

systematic risk carlnot be diversified away, it is the only risk that is relevant when

estimating a security's required return. Using a baseline market beta of 1.0, a security

with a beta less than 1.0 will be less volatile than the market. A security with a beta

greater than 1.0 will be more volatile than the market

11 Q How did Staff estimate Rio Ric0's beta?

Staff used the average of the Value Line betas for the sample water utilities as a proxy for

Rio Rico's beta. Schedule JCM-7 shows the Value Line betas for each of the sample

water utilities. The 0.80 average beta for the sample water utilities is Staffs estimated

beta for Rio Rico. A security with a 0.80 beta has less volatility than the market

17 Q Please describeexpected market risk premium (Rm- Rf)?

The expected market risk premium is the expected return on the market above the risk free

rate. Simplified, it is the return an investor expects as compensation for market risk

21 Q What did Staff use for the market risk premium

Staff uses separate calculations for the market risk premium in its historical and current

market risk premium CAPM methods
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1 Q How did Staff calculate an estimate for the market risk premium in its historical

market risk premium CAPM method?

Staff uses the intermediate-term government bond income returns published in the

Ibbotson Associates' Stocks. Bonds, Bills, and Inflation 2008 Yearbook to calculate the

historical market risk premium. lbbotson Associates calculates the historical risk

premium by averaging the historical arithmetic differences between the S&P 500 and the

intermediate-term government bond income returns for the period 1926-2008.

historical market risk premium estimate is 6.9 percent as shown in Schedule JCM-3

Staff" S

10 Q How did Staff calculate an estimate for the market risk premium in its current

market risk premium CAPM method?

Staff solves equation 8 above to amlve at a market risk premium using a DCF derived

expected return (K) of 15.54 (2.2 + l3.34°) percent using the expected dividend yield (2.2

percent over the next twelve months) and the annual per share growth rate (13.34 percent)

that Value Line projects for all dividend-paying stocks under its review' along with the

current long-term risk-free rate (30-year Treasury note at 4.41 percent) and the market's

average beta of 1.0. Staff calculated the current market risk premium as 11.13 xv as shown

in Schedule JCM-3

20 Q What is the result  of Staff's historical market  risk premium CAPM and current

market risk premium CAPM cost of equity estimations for the sample utilities?

Staffs cost of equity estimates are 8.6 percent using the historical market risk premium

CAPM and 13.3 using the current market risk premium CAPM

The threeto five year price appreciation is 65%. 1.65
November 6. 2009 issue date
15.54% = 4.41% + (1) (l1.13%)

1= 13.34%
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1 Q What is Staffs overall CAPM estimate for the sample utilities?

Staff" s overall CAPM cost of equity estimate is 11.0 percent which is the average of the

historical market risk premium CAPM (8.6 percent) and the current market risk premium

CAPM (13.3 percent) estimates as shown in Schedule JCM-3

6

7

SUMMARY OF STAFF'S COST OF EQUITY ANALYSIS

What is the result of Staff's constant-growth DCF analysis to estimate of the cost of

equity to the sample water utilities?

10

Schedule JCM-3 shows the result of Staffs constant-growth DCF analysis. The result of

Staffs constant-growth DCF analysis is as follows

3.7% + 5.7%

Staffs constant-growth DCF estimate of the cost of equity to the sample water utilities is

9.4 percent

17 Q What is the result of Staff's multi-stage DCF analysis to estimate of the cost of equity

for the sample utilities?

Schedule JCM-9 shows the result of Staffs multi-stage DCF analysis. The result of

Staff" s multi-stage DCF analysis is

Company Equity Cost
Estimate (k)

VI.

Q

American States Water
California Water
Aqua America
Connecticut Water
Middlesex Water
SJW Corp
Average

10.2%
10.7%
11.4%
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Staffs multi-stage DCF estimate of the cost of equity for the sample water utilities is 10.3

percent

4 Q What is Staff's overall DCF estimate of the cost of equity for the sample utilities?

Staff" s overall DCF estimate of the cost of equity for the sample utilities is 9.9 percent

Staff calculated an overall DCF cost of equity estimate by averaging Staffs constant

growth DCF (9.4 percent) and Staffs multi-stage DCF (10.3 percent) estimates as shown

in Schedule JCM-3

10 Q What is the result of Staff's historical market risk premium CAPM analysis to

estimate of the cost of equity for the sample utilities?

Schedule JCM-3 shows the result of Staffs CAPM analysis using the historical risk

premium estimate. The result is as follows

k 3.0% + 0.80*6.9%

k 8.6%

Staffs CAPM estimate (using the historical market risk premium) of the cost of equity to

the sample water utilities is 8.6 percent

20 Q What  is the result  o f Staff's current  market  r isk premium CAPM analysis to

estimate the cost of equity for the sample utilities?

Schedule JCM-3 shows the result of Staffs CAPM Analysis using the current market risk

premium estimate. The result is

4.4% + 0.80*l1.1'%
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Staffs CAPM estimate (using the current market risk premium) of the cost of equity to the

sample water utilities is 13.3 percent

4 Q What is Staffs overall CAPM estimate of the cost of equity for the sample utilities?

Staffs overall CAPM estimate for the sample utilities is 11.0 percent. Staffs overall

CAPM estimate is the average of the historical market risk premium CAPM (8,6 percent)

and the current market risk premium CAPM (13.3 percent) estimates as shown in

Schedule JCM-3

10 Q Please summarize the results of Staff's cost of equity analysis for the sample utilities

The following table shows the results of Staffs cost of equity analysis

Table 2

Method Estimate
Average DCF Estimate
Average CAPM Estimate 11.0%

Overall Average

Staffs average estimate of the cost of equity to the sample water utilities is 10.5 percent

17 VII.

18 Q

FINAL COST OF EQUITY ESTIMATES FOR RIO RICO

Please compare Rio Rico's capital structure to that of the six sample water

companies

The average capital structure for the sample water utilities is composed of 49.8 percent

equity and 50.2 percent debt, as shown in Schedule JCM-4. Rio Rico's capital structure is

composed of 100.0 percent equity and 0.0 percent debt. In this case, since Rio Rico's

capital structure is less leveraged than that of the average sample water utilities' capital
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structure, its stockholders bear less financial risk than the sample water utilities

Accordingly, Rio Rico's cost of equity is lower than that of the sample water utilities

4 Q What method does Staff use to calculate the effect on the cost of equity capital of the

different financial risks posed by Rio Rico versus the sample companies

Staff uses the methodology developed by Professor Robert Hamada of the University of

Chicago, which incorporates capital structure theory with the CAPM, to estimate the

effect of Rio Rico's capital structure on its cost of equity. Staff calculated a financial risk

adjustment for Rio Rico of negative 130 basis points (1.3 percent) based on the

Company's capital structure of 100.0 percent equity and 0.0 percent debt in order to

reflect the Company's actual financial risk. Rio Rico's cost of equity adjusted for

financial risk (9.2 percent) can be determined by subtracting this 1.3 percent financial risk

adjustment from Staffs average estimate of the cost of equity to the sample water utilities

(l0.5 percent)

16 Q Does Staffs 130 basis point downward financial risk adjustment to the cost of equity

reflect the full downward measure to the cost of equity due to difference in financial

risk in Rio Rico's capital structure compared to the sample water utilities?

No. Staff calculated its recommended 130 basis point downward financial risk adjustment

assuming that the sample companies had a capital structure comprised of 60 percent equity

and 40 percent debt instead of the actual average capital structure for the sample

companies and assuming that the Company's capital structure is composed of 100.0

percent equity and 0.0 percent debt. The calculated downward financial risk adjustment

would have been greater than 130 basis points if measured using 100.0 percent equity for

the Company's capital structure and the sample companies' actual average equity of 49.8

percent. Staff measured the financial risk adjustment assuming the 60 percent equity for



Direct Testimony of Juan C. Enrique
Docket No. WS~02676A-09-0257
Page 34

the sample companies to recognize that a capital structure composed of 60 percent equity

and 40 percent debt is reasonable even though it is less leveraged than that of the sample

companies and to encourage the Company to maintain a healthy capital structure

5 Q What is Staff's ROE estimate for Rio Rico?

Staff determined an ROE estimate of 10.5 percent for the Applicant based on cost of

equity estimates for the sample companies ranging from 9.9 percent for the CAPM to 11.0

percent for the DCF. Staff recommends adoption of a 130 basis point downward financial

risk adjustment of the ROE to 9.2 percent

11

12

VIII.

Q

RATE OF RETURN RECOMMENDATION

What overall rate of return did Staff determine for Rio Rico"

Staff determined a 9.2 percent ROR for the Applicant as shown in Schedule JCM-l and

the following table

Table 3

Weighted
Cost

Long-term Debt
Common Equity

Weight
0.0%

100.0%
0.09
9.2% 9.29

Overall ROR

19

20

IX.

21 Q

STAFF RESPONSE TO APPLICANT'S COST OF CAPITAL WITNESS MR

THOMAS J. BOURASSA

Please summarize Mr. Bourassa's analyses and recommendations

Mr. Bourassa recommends a 12.4 percent ROE based on analyses for two constant growth

DCF models (Past and Future Growth and Future Only Growth), as well as historical and
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current market risk premium CAPM for the same sample of water companies selected by

Staff. Mr. Bourassa also asserts that Rio Rico faces additional risks not captured by the

market models, such as regulatory and financial risk, and he concludes that 12.4 percent

ROE presents a reasonable balance resulting from his analyses. Mr. Bourassa also

proposes 12.4 percent for the overall ROR with a capital structure consisting of 100.0

percent equity and 0.0 percent debt

8 Constant-Growth DCF

9 Q Does Mr. Bourassa give equal weight to historical data and analysts' projections to

estimate the growth component of his DCF cost of equity estimate?

No. Mr. Bourassa's DCF cost of equity estimate is based on the midpoint of his (1) Past

and Future Growth estimate and (2) Future Growth estimate. Half of the Past and Future

Growth estimate relies on analysts' projections of earnings growth and all of the Future

Growth estimate relies on analysts' projections of earnings growth. Thus, choosing the

midpoint of the two methods provides analysts' projections with 75 percent of the weight

compared to 25 percent for historical data. In addition, Mr. Bourassa's Past and Future

Growth estimate provides equal weight to stock price, book value per share, earnings per

share and dividends per share. Thus, only one-eighth (12.5 percent) of his method of

estimating the dividend growth relies on the growth in dividends per share

21 Q Does Staff have any comments on Mr. Bourassa's heavy reliance on analysts

forecasts to estimate DPS growth in his constant growth DCF estimates?

Yes. Generally, analysts' forecasts are known to be overly optimistic. Heavy use of

analysts' forecasts to calculate the growth in dividends (g), will cause inflated growth, and

consequently, inflated cost of equity estimates unless investors give the same strong

weight to analysts' forecasts. Also, heavy reliance on analysts' forecasts of earnings
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growth to forecast DPS is inappropriate because it assumes that investors discount other

relevant information such as past dividend and earnings growth

4 Q Does Staff have any evidence to support its assertion that heavy reliance on analysts

forecasts of earnings growth in the DCF model would result in inflated cost of equity

estimates?

Yes. Experts in the financial community have commented on the optimism in analysts

forecasts of future earnings." A study cited by David Dre ran in his book Contrarian

Investment Strategies: The Next Generation found that Wzlue Line analysts were

optimistic in their forecasts by 9 percent annually, on average for the 1987 -. 1989 period

Another study conducted by David Dre ran found that between 1982 and 1997, analysts

overestimated the growth of earnings of companies in the S&P 500 by 188 percent

Also, Burton Malkiel of Princeton University studied the one-year and five-year earnings

forecasts made by some of the most respected names in the investment business. His

results showed that the five-year estimates of professional analysts, when compared with

actual earnings growth rates, were much worse than the predictions from several naive

forecasting models, such as the long-run rate of growth of national income. In the

following excerpt from Professor Malkiel's book A Random Walk Down Wall Street, he

discusses the results of his sandy

When confronted with the poor record of their five-year growth
estimates, the security analysts honestly, Q' sheepishly, admitted
tnatfve years ahead is really too far in advance to Make reliable
projections. They protested that although long-term projections
are admittedly important, they really ought to be judged on their
ability to project earnings changes one year ahead. Believe it or

See Seidel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hi11. New York. p. 100. Dre ran, David
Contrarian Investment Strategies.' The Next Generation. 1998. Simon BL Schuster. New York. pp. 97-98. Malldel
Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175
Testimony of Professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Carrier
Bureau), FCC Docket 79-63, p, 95
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not, it turned out that their one~year forecasts were even worse than
their five-year prob sections

The analysts fought back gamely. They complained that it was
unfair to judge their performance on a wide cross section of
industn'es, because earnings for high-tech firms and various
cyclical" companies are notoriously hard to forecast. "Try us on

utilities, " one analyst confidently asserted At ire time they were
considered among the most stable group of companies because 0
government regulation. So we tried it and they did 't like it. Even
the forecasts for the stable utilities were far off the mark
(Emphasis added)

13 Q Are investors aware of the problems related to analysts' forecasts?

Yes. In addition to books, there are numerous published articles appearing in The Wall

Street Journal and other financial publications that cast doubt as to how accurate research

analysts are in their forecasts." Investors, being keenly aware of these inherent biases in

forecasts, will use other methods to assess future growth

19 Q Does Staff have any comments on the study cited by Mr. Bourassa, conducted by

David A. Gordon, Myron J. Gordon and Lawrence I. Gould" that he asserts

supports exclusive use of analysts' forecasts in theDCF model?

Yes. The article cited by Mr. Bourassa does not conclude that investors ignore past

growth when pricing stocks. Instead, the article describes more generally that methods

exclusively using analysts' forecasts are "popular or attractive models", but the article

does not support the conclusion that these forecasts should be used alone

Malkiel, Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175
See Smith, Randall & Craig, Suzanne. "Big Firms Had Research Ploy: Quiet Payments Among Rivals." The Wall

Street Journal. April 30, 2003. Brown, Ken. "Analystsz Still Coming Up Rosy." The Wall Street Journal. January
27, 2003. p. Cl. Karman, Craig. "Profit Forecasts Become Anybody's Guess." The Wall Street Journal. January
21, 2003. p. Cl. Gasparino, Charles. "Merrill Lynch Investigation Widens." The Wall Street Journal. April ll
2002. p. C4. Elstein, Aaron. "Earnings Estimates Are All Over the Map." The Wall Street Journal. AUgust 2
2001. p. Cl. Dre ran, David. "Don't Count on those Earnings Forecasts." Forbes. January 26, 1998. p. 110

Gordon, David A., Myron J. Gordon, Lawrence l. Gould. "Choice Among Methods of Estimating Share Yield
The Journal of Portfolio Management. Spring 1989. pp. 50-55. (Bourassa's direct testimony, page 29, footnote.)
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1 Q Does Professor Gordon recommend relying exclusively on analysts' forecasts as the

measure of growth in the DCF model?

No. Subsequent to the study cited by Mr. Bourassa, Professor Gordon provided the

keynote address at the 30th Financial Forum of the Society of Utility and Regulatory

Financial Analysts, in which he stated

13

I understand that companies coming before regulatory agencies
liked and advocated the high growth rates in security analyst
forecasts for arriving at their cost of equity capital. Instead of
rejecting these forecasts, I understand that FERC and other
regulatory agencies have decided to compromise with them. In
particular, in arriving at the cost of equity for company X, the
FERC has decided to alive at the growth rate in my dividend
groWth model by using an average of two growth rates. One is
security analysts forecast of the short-term growth rate in earnings
provided by IBES or Value Line and the other a more long run and
typically lower figure such as the past growth in GNP

Such an average can be questioned on various grounds. However
my judgment is that between the short-term forecast alone and its
average with the past growth rate in GNP, the latter may be a more
reasonable fgure (Emphasis added)

Simply stated, Professor Gordon would temper the typically higher analysts' forecasts

with the typically lower GNP growth rate by averaging the two

Gordon, M. J. Keynote Address at the 30"\ Financial Forum of the Society of Utility and Regulatory Financial
Analysts. May 8, 1998. Transparency 3
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1 Q How does Staff respond to Mr. Bourassa's statement, "Logically, in estimating future

growth, financial inst itut ions and analysts have taken into account  all relevant

historical information on a company as well as other more recent information. To

the extent that past results provide useful indications of future growth prospects

analysts' forecasts would already incorporate that  information."? (Bourassa's

Direct Testimony, Page 29, line 5-9)

The appropriate growth rate to use in the DCF formula is the dividend growth rate

expected by investors, not analysts. Therefore, while analysts may have considered

historical measures of growth, it is reasonable to assume that investors rely to some extent

on past growth as well. This calls for consideration of both analysts' forecasts as well as

past growth

13 Q Does Staff have any comments on Mr. Bourassa's slight reliance on historical DPS

growth to estimate DPS growth constant growth DCF estimates

Yes. As previously stated on section V of this testimony, the current market price of a

stock is equal to the present value of all expected future dividends, not future earnings

Professor Jeremy Siegel from the Wharton School of Finance stated

Note that the price of the stock is always equal to the present value
of all future dividends and not the present value of future earnings
Earnings not paid to investors can have value only if they are paid
as dividends or other cash disbursements at a later date. Valuing
stock as the present discounted value of future earnings is
manifestly wrong and greatly overstates the value of the firm

In other words, investors pay attention to earnings as long as they are paid as dividends

Earnings can easily be overstated. If investors do not receive dividends or other cash

disbursement at a later date, then such earnings are meaningless. Accordingly, historical

Seidel, Jeremy J. Stocks for the Long Run, 2002. McGraw-Hill.  New York. P. 93
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DPS growth should receive appropriate consideration in the estimation of DPS growth

component of the DCF cost of equity estimation model

4 Q Does Staffhave any commenton data inMr. Bourassa Schedule D-4.4 which he uses

to calculate a DCF dividendgrowthrate inhis Past and Future DCFmethod?

Yes. Schedule D-4.4 presents calculations based on five years of historical data. Using

only five years of data could result in significant variances in the outcomes due to a single

high or low data point. A larger number of data points, i.e., use of more years, is usually

preferable. Also, five years may be too limited to capture a full business cycle, resulting

in unnecessary skewing of the outcomes

12

13

Firm-Specific Risk

Mr. Bourassa asserts that the Company "has 2-3 times as much zero~cost capital

(advances-in-aid of construction and contributions-in-aid of construction) in its

capitalization.""' He further states "Ultimately, however, both types of zero cost

capital have detrimental impacts on the long-term cash flows of the Company

Advanced plant and contributed plant still has to be maintained and eventually has

to be replaced. This places additional stress on earnings and increases risk to the

Company as the eventual plant  replacements will require the Company to raise

additional capital to fund the replacements?" What is Staff's response

Q

Staff agrees that advanced and contributed plant should be properly maintained, however

these repair and maintenance expenses are included in rates and paid by ratepayers, they

are not borne by the Company. Contrary to Mr. Bourassa's assertion, advances and

contributions provide many benefits to and are highly sought by utilities. Advances and

Direct Testimony of Thomas J. Bourassa, Rio Rico Sewer Corporation, Docket No. WS-02676A-09-0257, page 18
lines 20-21

Direct Testimony of Thomas J. Bourassa, Rio Rico Sewer Corporation, Docket No. WS-02676A-09-0257, page 19
lines 7-12
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contributions allow utilities to postpone seeking capital funds to construct new facilities

and provide long planning horizons for funding replacement plant. Refunding advances is

a mechanism allowing a utility to gradually and systematically provide capital funding for

plant as revenues penni. Thus, access to zero cost capital via advances and contributions

reduces a utility's firm-speciiic risk

7 Q Does Staff have any comment on Mr. Bourassa's statement that "Arizona water and

wastewater utilities face legal constraints that limit their ability to obtain rate relief

outside of a general rate case in which the 'fair value' of the utility's property is

determined and used to set rates

Yes. The unique regulatory environments of the sample companies and Rio Rico are firm

specific risks for which investors cannot expect compensation. None of Mr. Bourassa's

comments demonstrate that Arizona is a less favorable regulatory environment from those

of the sample companies. Every regulatory jurisdiction has its own framework with its

own specific identifiable advantages and disadvantages, however, it is the overall effect

that is relevant. Nothing in Mr. Bourassa's testimony provides this overall perspective

The fact that investors continue to acquire Arizona utilities and invest capital in Arizona

utilities debunks the notion that the regulatory environment in Arizona places utilities at

some disadvantage. The regulatory framework in Arizona has many attractive attributes

including: use of fair value rate base, ability to seek accounting orders, recognition of

known and measurable changes, wide use of hook-up fees and regulatory responsiveness

to utility industry concerns (e.g., arsenic cost recovery mechanisms and arsenic remedial

surcharge mechanisms)

Direct Testimony of Thomas J. Bourassa, Rio Rico Sewer Corporation, Docket No. WS-02676A-09-0257, page 20
lines 14-17
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1 Q What is Staffs response to Mr. Bourassa's contention that the market data provided

by the sample water utilities does not capture all of the market risk associated with

Rio Rico due to Arizona regulatory requirements' use of historical test years and

limited out of period adjustment recognition

The examples cited by Mr. Bourassa are examples of firm-specific or unique risks

Existence of firm-specific risk does not necessarily indicate that a company has more total

risk than others, as all companies have firm-specific risks. Moreover, as previously

discussed, the market does not compensate investors for firm-specific risk because it can

be eliminated through diversification

11 Q Does Staff have a response to Mr. Bourassa's citation that "in Chapter 7 of

Morningstar's Ibbotson SBBI 2009 Valuation Yearbook, for example, Ibbotson

reports that when betas are properly estimated, betas are larger for smaller

companies than for larger companies

Yes. It is generally understood that smaller companies tend to have higher betas than

larger companies due to larger variations in earnings thus making the smaller companies

more risky

Direct Testimony of Thomas J. Bourassa, Rio Rico Sewer Corporation, Docket No. WS-02676A-09-0257, page 20
lines 21-22
Hz Direct Testimony of Thomas J. Bourassa, Rio Rico Sewer Corporation, Docket No. WS-02676A-09-0257, page 33
lines 2-5
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1 Q What is Staffs response to Mr. Bourassa's contention that Rio Rico should receive a

higher cost of equity estimate because of its smaller size through a "small firm risk

premium"'°  and to his assertion that Rio Rico is not comparable to the six publicly

traded water utilities in the sample group due to a difference in size

Staff does not agree that Rio Rico should be allowed a small Hun risk premium. The

Commission has previously ruled that firm size does not warrant recognition of a risk

premium. In Decision No. 64282, dated December 28, 2001, for Arizona Water, the

Commission stated, "We do not agree with the Company's proposal to assign a risk

premium to Arizona Water based on its size relative to other publicly traded water

utilities In Decision No. 64727, dated April 17, 2002, for Black Mountain Gas, the

Commission agreed with Staff that "the 'firm size phenomenon' does not exist for

regulated utilities, and that therefore there is no need to adjust for risk for small firm size

in utility rate regulation

CONCLUSION

16 Q Please summarize Staffs recommendations

Staff recommends that the Commission adopt a capital structure for Rio Rico in this

proceeding composed of 0.0 percent debt and 100.0 percent equity

Staff also recommends that the Commission adopt a 9.2 percent ROR for the Applicant

based on Staff" s cost of equity estimates that range from 9.9 percent to 11.0 percent for the

sample companies and to reflect a 130 basis point downward financial risk adjustment

Direct Testimony of Thomas I. Bourassa, Rio Rico Utilities, Inc., Docket No. WS-02676A-09~0257, page 38 lines

Direct Testimony of Thomas J. Bourassa, Rio Rico Utilities, Inc., Docket No. WS-02676A-09-0257, page 21 lines
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1 Q Does this conclude your direct testimony

Yes. it does
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EXECUTIVE SUMMARY
RIO RICO UTILITIES. INC

DOCKET no. WS-02676A-09-0257

The Surrebuttal Testimony of Staff witness Juan C. Enrique addresses the following issues

Capital Structure - Staff recommends that the Commission adopt a capital structure for Rio
Rico Utilities, Inc. ("Rio Rico" or "Applicant") for this proceeding consisting of 0.0 percent
debt and 100.0 percent equity

Cost of Equity .- Staff recommends that the Commission adopt a 9.2 percent return on equity
("ROE") for the Applicant. Staffs estimated ROE for the Applicant is based on cost of
equity estimates for the sample companies ranging from 9.9 percent for the discounted cash
flow method ("DCF") to 10.6 percent for the capital asset pricing model ("CApIvI"). Staff" s
ROE recommendation includes a 1.1 percent downward adjustment to reflect a lower
financial risk in the Applicant's capital structure compared to that of the sample companies

Overall Rate of Return --. Staff recommends that the Commission adopt an overall rate of
return ("ROR") of 9.2 percent

Response to the Rebuttal Testimonv of Applicant's witness Mr. Thomas J. Bourassa - The
Commission should reject the Company's proposals to allow for a firm size adjustment, to
selectively eliminate inputs in Staff" s cost of equity estimation method with unfavorable
outputs to create an unbalanced cost of equity estimation method and skewed result, and to
rely heavily on analysts' forecasts for DCF estimates
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INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is Juan C. Enrique. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff"')

My business address is 1200 West Washington Street, Phoenix, Arizona 85007

7 Q Are you the same Juan C. Manrique who filed direct testimony in this case

10 Q What is the purpose of your Surrebuttal Testimony in this rate proceeding

The purpose of my Surrebuttal Testimony in this rate proceeding is to report on Staff" s

updated cost of capital analysis with its recommendations regarding Rio Rico Utilities

Inc.'s ("Rio Rico" or "Applicant") cost of capital and to respond to the cost of capital

portion of the rebuttal testimony of Rio Rico's witness Mr. Thomas J. Bourassa ("Mr

Bourassa's Rebuttal")

17 Q Please explain how Staffs Surrebuttal Testimony for cost of capital is organized

Staffs surrebuttal testimony for cost of capital is presented in four sections. Section I is

this introduction. Section II discusses Staffs updated cost of capital analysis. Section III

presents Staffs comments on Mr. Bourassa's rebuttal testimony. Lastly, Section IV

presents Staffs recommendations

24 Q

COST OF EQUITY AND OVERALL RATE OF RETURN

Did Staff update its analysis concerning the Applicant's cost of equity ("COE") since

it filed its Direct Testimony

Yes. Staff updated its analysis to include the most updated data available
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l Q- What is Staff's updated COE?

2 Staffs updated COE is 9.2 percent.  In Staffs direct testimony, the COE was also 9.2

3 percent.

4

5 Q- What is Staff recommending for Rio Rico's COE?

6

7

8

Staff is recommending COE of 9.2 percent der ived from its updated cost  of equity

es t ima ted r ange from 9.9  percent  to 10 .6  percent  with a  downward f inancia l  r isk

adjustment of 110 basis points (1 .1 percent).

9

10 Q- Did Staff update its analysis concerning the Applicant's overall rate of return?

11 Yes.

12

13 Q. What is Staff's updated overall rate of return?

14 Staff s updated overall rate of return remains 9.2 percent.

15

16 Q. What is Staff recommending for  Rio Rico's overall rate of return?

17

18

19

A.

A.

A.

A.

A.

Staff is recommending an overall rate of return of 9.2 percent. Staff' s recommendation is

based on a COE of 9.2 percent and a capital structure of 100.0 percent equity and 0.0

percent debt, as shown in Surrebuttal Schedule JCM-1 .

a



Surrebuttal Testimony of Juan C. Manrique
Docket No. WS-02676A-09-0257
Page 3

1 111. RESPONSE TO THE REBUTTAL TESTIMONY OF THE APPLICANT'S COST

OF CAPITAL WITNESS

3 Mr. Bourassa's Rebuttal

4 Q What is Staff's response to Mr. Bourassa's criticism of Staff's use of the Hamada

risk adjustment on book value of equity since Professor Hamada developed his

method using market values?

Staff acknowledges that the Hamada methodology was developed using market values of

equity for estimating a financial risk adjustment. However, Staff believes that the use of

book values to estimate a financial risk adjustment is prudent and reasonable in a

regulatory environment

12 Q Mr. Bourassa addresses a list "of the alleged 'attractive attributes' Mr. Manrique

has identified," then proceeds to argue the merits of each one listed.' Does Staff have

a response to these arguments

Yes. Mr. Bourassa chose to cherry-pick certain aspects of other regulatory environments

to dismiss the examples given in Staff' s direct testimony of attractive attributes of Arizona

ratemaking regulation. These arguments ignore the central tenet of Staff" s argument

The unique regulatory environments of the sample companies and Rio
Rico are from-specf in risks for which investors cannot expect
compensation. None of Mr. Bourassa's comments demonstrate that
Arizona is a less favorable regulatory environment from those of the
sample companies. Every regulatory jurisdiction has its own framework
with its own specific identifiable advantages and disadvantages, however
it is the overall effect that is relevant

Mr. Bourassa's Rebuttal, page 9
Mr. Bourassa's Rebuttal, pages 14-20
Manrique Direct, page 41, lines 19-24
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In other words, regulatory risk is a firm-specific risk whether it is in Arizona or another

state. Investors cannot expect to be compensated for firm-specific risks as these can be

diversified away.

Q. Does Staff have a response to Mr. Bourassa's assertion that "Again, if analysts'

estimates already consider past growth, then Staff vastly overstates the impact of

past growth rates in its DCF m0del."4?

Yes, Mr. Bourassa makes this assertion as if the only factor investors look at is analysts'

growth rates. Investors  do rely on ana lysts '  forecasts  as  one factor  in investment

decisions,  however ,  other  factors  such as histor ica l da ta  a lso factor  into investors '

investment decisions.

13 IV. STAFF RECOMMENDATIONS

14 Q- What are Staff's recommendations for Rio Rico's cost of capital?

Staff makes the following recommendations for Rio Rico's cost of capital :

Staff recommends a capital structure of 0.0 percent debt and 100.0 percent equity.

Staff recommends a cost of debt of 0.0 percent.

Staff recommends a cost of equity of 9.2 percent.

Staff recommends an overall rate of return of 9.2 percent.

21 Q. Does this conclude your testimony?

Yes, it does.

5

4 Mr. Bourassa's Rebuttal, page 24, lines 12-14

2.

4.

3.

1.
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